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FOREWORD 


Thanks to a generous donation made to the School by Seth 
Shantilal Mangaldas of Ahmedabad for promoting research work in 
public finance, it has been possible for the School to undertake this 
study. It may be added that the choice of the subject as well as the 
planning and implementation of the study has been '"entirely the. 
responsibility of the School. 

. Dr. M. H. Gopal was appointed as Research Reader in Public 
Finance in the School some time ago. and worked on this subject for 
six months. Due to various difficulties, it was not possible to get the 
work completed before Dr. Gopal left to take up his new assignment 
as Professor of Economics in Andhra University. Subsequently, Dr. 
Gopal went to the U. S. A. to spend a year at Harvard and did some 
further work there on the same subject. The present publication 
represents the results of Dr. GopaFs study and he is solely responsible 
for its contents as well as for the views expressed therein. 


The Delhi School of Economics, 
University of Delhi, 

April 20.1955. 


V. K. R. V. RAO 
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I 

ECONOMIC BACKGROUND 


Financial structure and policy mirror the economic and social 
environment of a country. They are, on the one hand, founded on 
the prevailing economic and social conditions and, on the other, 
they act as instruments for attaining the objectives set by the 
administration. An objective assessment of the public finances of 
India can, therefore, be possible only against her particular economic 
back-ground. The budget of the United Kingdom is an outstanding 
example of presenting the finances in the framework of the economic 
environment and in terms of national income and social accounts. 
In India also recent budgets are tending to follow this practice, 
though to a limited extent. The changed outlook is traceable to the 
Great Depression and particularly to the Second World War, which 
shifted the emphasis from financial activity being merebr an 
accounting phenomenon to its becoming an integrated part of the 
economy of the country. 

World economy has undergone a great change since the 
’thirties and especially in the last decade. India has not only been 
affected by the world trend but has had her peculiar but heavy 
share of upleasant problems. Freedom ushered in a suige of 
Indianisation. The old ‘steel frame’ of civil administration was 
largely denuded of experience and was replaced by local talent 
and second line defence. This process—the result partly of 
unavoidable circumstances but largely of sentiment and national¬ 
ism—led to unnecessary top-heaviness, expense and inexperience. 
If the transition from the old order to the new were slower, the 
transition from war to peace economy might have been more rapid 
and smooth as in the United Kingdom and elsewhere. The slower 
recovery in India is traceable to three factors : firstly, the expected 
political changes slowed down British efforts to speed up recovery, 
as much because of the natural indifference of an outgoing 
administration as of the uncertain pattern of the future Indian 
economy ; secondly, switchover demands a plan of campaign, 
adequate capital resources and sufficient technical personnel, none 
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of which was at hand ; and thirdly, the two major political parties, 
whose policies led to partition, were more busy with the future 
political set-up than with the immediate problem of transition and 
recovery. 1 The consequence was that new India’s finances—in 
structure as well as in policy—did not start with as much of stability 
and poise as those of countries like the United Kingdom, or as the 
course of post-partition events have demanded. 

The partition of the country posed special problems to the 
new Government. It cut across the economic unity underlying 
the old financial structure. Regions which for centuries functioned 
on a complementary basis were rent asunder. 2 The tax structure 
was disturbed and the financial administration shaken. The war 
had already upset financial equilibrium and it was further tilted 
by the partition. This imbalance was increased by mutual 
distrust and the trouble in Kashmir, leading to increased security 
and operational expenditure. Partition led to the disturbances 
in the Punjab and N.W.F.P. in 1947-48 and in Bengal in the follow¬ 
ing year. Mass migrations raised new problems of great magnitude 
affecting the'eountry’s economy. The immediate effects were the 
diversion of attention and finances from normal channels and a 
break-down in the economy of the Punjab. “To mobilise all our 
financial resources and to set aright an unhinged economy, 1 ’ 3 became 
the short term objective, and rescue, relief and rehabilitation 
began to present serious budgetary problems. “The formulation 
of long range plans,” warned the Finance Minister in introducing 
the interim budget of 1947-48, 4 “raises formidable issues both in the 
financial and administrative fields. The problems have imposed a 
heavy burden on the central exchequer, the magnitude of which 
it is not possible to assess at present. The budget of the Central 
Government for the next few years will be materially affected by 
the unexpected developments in the country. Our whole 
programme of post-war development will have to be reviewed in 
the light of this context.” 

The division of India having been decided upon, the Partition 


1. Compare Liaquat Aii’s Budget Speech, 1947-48. Para 2. “The coming 
year is bound to be full of intense political activity, and what will 
occupy men’s minds most will be prospective constitutional changes.” 

2. Vide Economic Consequences of Divided India by C. N. Vakil. 

3. Budget Speech 1948-49, para. 1. 

4. Budget Speech, Nov. 1947, para 6, 
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Council, expert committees and departmental sub-committees, 
entrusted with the work of allocating assets, liabilities, territory, 
etc., had to finish their work in four to six weeks, and inevitably 
a number of important points such as allocation of debt, method 
of discharging the pensionary liability, valuation of railways, and 
division of assets of the Reserve Bank and of the movable stores 
of the army, involving crores of rupees, were left over unsettled. 
Committees and conferences, talks and meetings continued, but, 
at the birth of the Indian Union, it was intended to maintain, 
within the framework of the agreements arrived at, the status 
quo before the partition, for the year 1947-48. Existing taxes 
and duties were to continue, movement of trade was to be free 
without internal barriers and exchange, and import controls were 
to be co-ordinated. A common currency system was to exist till 
September 1948. Each Dominion was ordinarily to retain what it 
collected but, in respect of income-tax assessments for years prior 
to 1947-48 and uncollected demands on the date of the partition, 
receipts were to be shared. The initial liability for outstanding 
loans, guarantees, and the financial obligations at the time of 
partition were to be taken up by India and shared equitably later 
by Pakistan. 

These interim arrangements necessarily left several matters 
vague. As a result, even six years after the partition the accounts 
of 1947-48 are not complete, though the actuals of the next year 
became available much earlier. The difficulties initiated by partition 
were added to by the worsening food situation. In spite of her vast 
resources, predominantly agricultural economy, and low food 
consumption, India has always been, in food, on the deficit side. 
During the war. efficient controls, large imports and increased 
home production had postponed a food crisis, but with victory 
drawing nearer and these balancing factors fading out. the position 
became graver. Food imports increased—between 1944 and 1947 
they were valued at Rs. 127 crores—imposing a very heavy strain 
on the finances. Although India had large assets in sterling, the 
payments were mostly in dollars and exchange difficulties arose 
in paying for food ; this necessitated stringent restrictions. Adverse 
balance of payments, deficits of hard currency, and changes in the 
quantum, value and composition of foreign trade have had serious 
financial repercussions. The shocks to the finances of a country, 
imbedded for decades in a tradition of favourable balance of trade 
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have been so great as to make balance of payments an urgent 
problem. 

These complications developed in an inflationary setting. Prices 
and cost of living rose during the War all over the world, but in 
India, the upward thrust has been, except for a short period, both 
unchecked and rapid. 5 War inflation has been ascribed to .increas¬ 
ed supply of money and the present one to short supply of food, 
chiefly due to decline in agricultural and industrial production, 
arising from^ disorders and industrial unrest, and to increase in 
spending power on account of increase in wages and salaries as 
well as spending of accumulated war profits on “deferred wants, 
repairs to industry, and building of trade inventory.” 6 Although 
diagnosis of the causes of the malady may be questioned, the 
malady itself became a major factor behind India’s financial policy 
after 1947. For, inflation necessitated increases in normal 
expenditure on stores, salaries, wages, etc, and, at the same time, 
demanded an anti-inflationary policy such as retrenchment in 
expenditure, postponement of developmental schemes, increased 
taxes on consumption, and heavier borrowing. The balancing of 
these forces moving in opposite directions, and the difficulty of 
making any announced policy successful, led to a great deal of 
experimentation in the tax structure and expenditure policy in the 
Indian Union. 

By itself, any one of these or similar problems would have 
upset the finances, and their multiplicity and combination would 
have been too much even for a country more experienced and 
rich than India. It has, however, been against this background 
that Free India has been attempting to adjust her budgetary policy 
and structure. In such an adjustment, four problems of varying 
degree of urgency and magnitude have been facing the country. 
First, there is the very short period problem of food shortage, 
rehabilitation and balance of payments. These originated with or 
after freedom and are wholly unexpected and extrrordinary and 
largely peculiar to India. Secondly, the short period problem has 
been inflation, having its origin in the war period, aggravated 
after 1947, not peculiar to India excepting in its magnitude. 
Thirdly, there has been the long period problem of planned 


5. Vide Tabic I 

6. Budget Speech 1949-50, paras 8 and 11. 



ECONOMIC BACKGROUND 


5 


economic development which has been the objective of the people 
since the thirties’ and which demands a well thought-out, co¬ 
ordinated scheme realisable only after years of toil and sweat; 
finally, there is the secular'problem of social justice, decades old, a 
policy underlying the pre-partition budget of 1947-48 and the 
objective of the ‘Welfare State.’ 



II 

OBJECTIVES OF FINANCIAL POLICY 


In finance, as in ueign affairs, success demands continuity of 
a central major policy, the dovetailing of short and long term 
objectives, the co-ordination of the detailed steps taken, and the 
integration of financial and other purposes, with the minimum of 
minor adjustments to changing circumstances. The striking 
feature in India has, however, been the frequent, almost annual, 
changes in the objective, even before the attainment of any. 
Between 1945 and 1952 there have been six finance ministers 1 and 
nowhere, except possibly in France, have there been so many in so 
few years at such a critical period of the country’s economy and 
what is more puzzling, their objectives have been uncoordinated 
and occasionally conflicting. 

Jermy Raisman, the last of the British civilian finance 
chiefs, had orthodox ‘sound finance’ as the goal. “The first one or 
two years at least after the fighting ends,” observed Raisman, 8 
“will inevitably be for the Centre years of heavy deficits on 
revenue account.” “The first pre-requisite of reconstruction 
finance is a sound financial position both at the Centre and in the 
Provinces secured by the fullest development of their respective 
resources.” 3 

The 1946-47 budget: of Archibald Rowlands was essentially 
rehabilitative and anti-deflationary. As the last of the British 
finance ministers, he made a half-hearted effort towards postwar 


1945—Jeremy Raisman 

1949 ~ 

1946—Archibald Rowlands 

1950— 

1947 —John Mathai (in charge) 

1951— 

—Liaquat Ali Khan 

1952— 

1947- ) 

1953— 

> Shanmukham Chetti 


1948— ) 



2. Budget Speech 1945-46. 

3. Ibid . Para 56. 


John Mathai 
C. D. Deshmukh 
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rehabilitation, leaving it to his successor “to lead India further 
along the road to prosperity, happiness and greatness.” 4 5 The 
immediate fiscal purpose was “not merely to raise a given revenue 
but to obtain it in such a way as to obtain the maximum social and 
economic advantage and distribute the burden as justly and fairly 
as possible between the various classes of tax payers.” Relief to 
taxpayers, especially to “the hopelessly exasperated poorer sec¬ 
tions,” was a minor objective, just as incentive to industry through 
relief in E. P. T. and other taxes was another. The chief charac¬ 
teristic of the budget was its presumption that the immediate 
problem was to avoid “the Scylla of increasing inflation and the 
Charybdis of too precipitate a deflation” 6 ; a deflationary gap was 
feared. “Strong and growing deflationary forces,” warned 
Rowlands, e “can soon get out of hand in an economy which is 
really primitive. The filling of the yawning deflationary gap, 
which is opening up before us, is the real task of Indian financial 
statesmanship in the year that is ahead.” 

The traditional knot of British economic and social policy in 
India was cut across by the pre-partition budget of 1947-48. It was 
essentially redistributive although funds were provided for 
economic development. The expected deflationary tendencies 
had not materialised and the transition from war to peace economy 
had been slow and halting. The nature of constitutional changes 
was doubtful and so Liaquat Ali Khan assumed 7 that it was “not 
easy to formulate any long term economic or financial plan.” 
He ridiculed the idea of planning for the country as a whole. 
Finding that “inflationary trends have continued to persist and 
prices are still running high,” resulting in “untold hardship and 
misery to large sections of population,” the Finance Minister 
announced 8 that “it will be my particular endeavour to reduce, to 
the maximum extent possible, the glaring disparities that exist 
between the income and standards of life of the wealthy classes 
and the vast multitude of poverty-stricken masses and to contribute 
to the best of my ability to the lot of the common man.” 

4. Budget Speech 1946-47. 

5. Ibid. 

6. Ibid. 

7. Budget Speech 1947-48, Para 2. 

8. Ibid. Para 1. 



8 


FINANCIAL POLICY OF THE INDIAN UNION 


Free India’s first budget of November, 1947, though naturally 
tentative in character, sounded a different note. The Finance 
Minister approvingly quoted 9 the Reserve* Bank’s condemnation of 
the previous budget: “There seems little doubt now that the 
severity of the last budget is defeating its own purpose and is 
hindering the formation of capital for productive purposes. Unless 
correctives are applied without delay, there is a danger of the 
very foundations of society and economic life of the country being 
undermined by the deepening penury and despair.” The baneful 
effects had to be undone. Further, the consequences of partition 
were unknown. To place the economy on a sound footing, 
according to R. K. Shanmukham Chetti, 10 'it is of the utmost 
importance to increase internal production’ and also ‘incomes at an 
agreed and accepted level.’ A cheap money policy was to be 
followed in such a way that Government borrowing may not 
affect the flow of investment into industry. In spite of its being 
the eighth consecutive deficit budget, with a huge deficit, it was to 
be left largely uncovered ; the common man was not to be burdened 
and the Centre was to go on with its developmental schemes, 
though a redrawing of development plans and priorities became 
necessary, “Our large natural resources and sound financial 
position will enable us to launch a vigorous economic plan.” 11 But 
though it had in view the long term objective of planned 
development and the immediate purpose of countering inflation, it 
was essentially an emergency budget. 

The basis of the 1948-49 budget was the dictum that 12 ‘ a 
Government’s financial policy should be so planned as to rectify 
the economic maladjustments of the time and to serve as a 
compensatory device to offset fluctuations in the private sector of 
economy.” This was to be, therefore, a compensatory budget. 
As inflation was raging, the Finance Minister would “budget for a 
surplus, if possible by increasing revenue and curtailing expendi¬ 
ture,” especially on consumption. “The practical application of 
these principles would, indeed, be difficult but we must bear them 
in mind in shaping our financial policy.” Incentive taxation was 


9. Budget Speech 1947 November, para. 38. Also Ibid. 1948, para 43. 

10. Ibid , para 9. 

11. Ibid , para 2. 

12. Budget Speech , 1948-49. Para 6. 
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adopted to expand industry and so varied reliefs were given in the 
Business Profits, Super and Income Taxes, imposed in the pre-parti¬ 
tion budget. Indirect taxes were increased to reduce consumption. 
Planned development was shelved because 13 “our freedom was born 
in an era so fluid and fast-changing that any predetermined step 
other than the next one became obsolete before it could be taken 

.The next step is enough for us.’’ But, even a compensatory 

budget policy should have a long-term basis. The Finance Minister 
wanted as little as possible of the new taxes to fall on the poor 
man and so relied on export duties and ‘such of the exercises as do 
not affect the poorer classes.’ The rich were not given much 
relief, particularly in direct taxation, though Shanmukham Chetti 
defended 14 the process of change from the redistributive to the 
incentive budget on the grounds that it was unwise to pitch direct 
taxes too high in a country in the process of development and 
that the burden of direct taxation was not unduly light. 

In 1949-50, the budget assumed a different tone. Almost 
apologetically John Mathai, the Finance Minister said: “In a 
transitional period like this it is essential to keep the working of the 
taxation system under constant review and readjust it in the 
light of changing circumstances.’’ 15 It was, no doubt, anti-inflation¬ 
ary in that the fight against inflation was one of Government’s 
main preoccupations. Apart from inflation, the most disturbing 
element was a deep underlying fear of the future as indicated by 
the stagnation in the capital market. A most urgent task was to 
secure a revival of confidence. “Unless this stagnation is checked 
and conditions are created in which the incentive to invest is 
revived, the industrial expansion of the country and the execution 

of the plans.are bound to be delayed.’’ 16 This was prominently 

behind the budget proposals. So two courses were taken, one tc 
restrict government expenditure and the other to lighten the tax 
burden on private industry. The emphasis on production, 
however, was increased, though restriction of consumption was also 
imposed “to prevent, as far as possible, the further creation of 
purchasing power in the hands of the community and to take all 

13. Ibid, para 58. 

14. Ibid, para 53. 

15. Budget Speech , 1949-50, Para 35, 

16. Ibid . 
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possible steps to stimulate production and instil a spirit of 
confidence in industry/’ 17 Mathai’s budget was largely an 
incentive-cum-economy one. In order to achieve this, drastic steps, 
whose wisdom is not beyond question, were taken. Long-range 
plans were abandoned : “the total provision for capital and 
development schemes and loans,” announced the Finance Minister, 18 
“has been substantially reduced.” “It was not without regret,” he 
continued, 19 “that we decided to hold up even temporarily the 
various schemes of development, the execution of which is necessary 
for the well-being of the country.” Assistance to Provinces was 
also “temporarily slowed down in view o* the urgent need for 
economy.” 20 The tax rebels related mostly to direct taxes, 
specially on companies : the capital gains tax was abolished, relief 
was given in the super and corporation taxes, and changes were 
effected in the depreciation provisions. On the other hand, the 
increases were in customs duties, excises and postal rates. These 
steps shifted the anti-inflationary emphasis from government to 
private enterprise. 

The year 1950-51 was regarded as one of considerable anxiety 
and, as in the post-war years, the problem of holding the prices in 
check became one of the major pre-occupations of the Government. 
All efforts were directed to this end among which were included 
production incentives and price regulation. Budgetary policy 
and government action were based on the assumption of a 
favourable balance of trade and on the conviction that “from the 
point of view of avoiding inflr.ti m. it is necessary to intercept 
the large difference between the external and internal prices for 
the benefit of the Exchequer.” 

There was satisfaction that the measures already in operation 
had held the price level and increased production, though 
temporarily, and the emphasis was further shifted towards 
industrial incentives. The budget had, however, to face some 
special problems. The rupee had been devalued in September, 
1949, and this had inflationary implications. The entire policy of 
the Government had come under review soon after, and an eight- 


17. Ibid, para 6. 

18. Ibid. 

19. Ibid . 

20. Ibid. Para 29. 
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point programme had been announced. The budget of 1950-51 was so 
framed as to carry out the financial aspects of that policy. These 
were the levy of customs duties on exports to hard currency areas, 
voluntary settlement of taxes on hidden war profits, snd substantial 
economy in public expenditure. Accordingly, exports duties on 
raw cotton, hessian, mustard oil and a few others were increased 
and excise duties on cloth and similar goods w T ere reduced. 

These measures, even if successful, could not completely solve 
the problem. So incentives to industry were increased in order to 
accelerate production. 21 Thus, the business profits tax, “the most 
important single factor affecting capital-formation and the 
development of existing Industries” 22 was abolished ; income tax on 
companies and on personal incomes above Rs. 10,000 was reduced ; 
and the distinction between earned and unearned incomes in the 
Super Tax was abandoned. Direct tax reliefs to the lower, middle 
and poorer sections were totally absent, and no change was 
proposed in indirect taxation because “only a few months ago a 
substantial decrease in taxation was effected in this field by the 
reduction in the excise duty on super-fine and fine cloth.” 23 The 
budget was aptly described 24 “as a budget for investment, because 
it has been produced almost with the single aim of making it easy 
for money to flow into the capital market.” 

The budget for 1951-52 was presented by a new Finance 
Minister, C. D. Dcshmukh—the third since independence and the 
sixth in the line of succession in seven years. The internal 
economic problem was one of providing funds for development 
against a background of general shortage of resources and an 
incipient inflation without upsetting the balance in the economy. 
As inflationary conditions persisted, government aimed at a surplus 
budget taking the revenue and capital budgets together, so as “to 
adjust the money supply to the available supply of goods and 
services by drawing off as much as possible of the purchasing power 
in the hands of the community, either by taxation or by borrowing, 
the exact proportion between the two being determined with 
reference to the prevailing circumstances”. 25 Although the 

21. Ibid, pages 8 and 14, 

22 White Paper on the Budget, 1950-151. Para 12. 

23. Ibid. Para 71. 

24. Eastern Economist March 3,1950, p. 335. 

25. Budget Speech, 1951-52, para 52, 
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major objective continued to be dis-inflation, the weapons employed 
in 1951-52 were different. 2 * Expenditure was increasing and a 
substantial deficit on both capital and revenue accounts (Rs. 83 
crores) was anticipated. 27 Appreciable economy in public 
expenditure was not practicable while the capital budget could not 
be pruned further without arresting the country’s development and 
the rehabilitation of displaced persons. The budget aimed at creating 
a revenue surplus and utilising it to finance development 
expenditure. 

Additional sources had to be raised through taxation or 
borrowing without undue infringement on essential consumption and 
private investment, but borrowing did not open out much scope 
because of difficult conditions in the capital market and because of 
the poor response to Government loans. “1 am, therefore, left with 
no alternative,” observed the Finance Minister, 28 “but to turn to 
the tax-payer for helping me out.” The additional burden, 
however, was to be spread “as widely and as equitably as possible,” 
by increasing the corporation tax by ten per cent and the income 
and super taxes by a small surcharge of five percent as well as by 
raising customs duties and Union excises. The surcharge on 
imported goods was increased by five per cent in some cases and 
by even one hundred per cent in some others. An export duty 
on groundnut was newly levied while that on cotton textiles, 
abolished only two years earlier, was reimposed. The central 
excise on motor spirit and kerosene was raised by five per cent 
to countervail the increased customs duties and tabacco excise 
duties too were raised in order to rationalise them. These 
measures w T ere expected to increase the revenue surplus to Rs. 31 
crores and reduce the overall deficit to Rs. 52 crores. 

The tax changes were certainly not 'equitable. 1 The Finance 
Minister put in a hesitant and apologetic note 21 ' : ‘The financial 
difficulties through which the country is passing make it impera¬ 
tive that sacrifices should be made •• I know that there will be 
some criticism that the entire burden next year is thrown on the 
tax-payer and that in distributing this burden the direct tax payer 

26. Monetary measures such as raising the Bank Rate by l per cent, 
restrictions on speculative investment and on the purchase of govern¬ 
ment securities etc. were introduced. 

27. Ibid para 53. 

28. Ibid, para 56. 

29. Ibid, para 72. 
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is let off more lightly than the indirect. In a relatively poor 
country like ours, the scope for raising money by direct taxation 
is somewhat limited/* 

It is interesting to compare this approach with that of the pre¬ 
vious year. In 1950-51 the problem of inflation was considered to 
be a world problem, India having been specially hit. Production 
was the crux of the problem and all effort must be made to expand 
output. In 1950-51, therefore, the disinflationary policy was 
sought to be implemented mainly through cuts in government 
expenditure and reduction of direct taxes, with little increase in 
indirect taxes. In 1951-52 also the objective was anti-inflationary but 
the remedy was the creation of a 'surplus budget* by imposing 
additional taxes. Thus, the emphasis shifted from economy in 
expenditure and tax reduction to increase in taxation : the former 
was recognized as desirable but not possible since it would affect 
the country’s development; 30 and the latter was considered 
certainly undesirable but inescapable. Further, budgets till 1950-51 
freely drew upon the cash balances which shrank from Rs. 270 crores 
in 1947 to Rs.78 crores by March 1951. In 1951-52, however, the 
Finance Minister resolved to build up the balance since "a 
satisfactory cash position was necessary.” 31 

1952-53 was an odd year. As in 1947, two budgets were 
presented. The February one was an interim budget. A new 
parliament was to assemble in May and so grants were voted only 
for the first four months of the financial year. The budget was 
framed against a background of economic conditions which 
“continued to be difficult/* "The main problems,** stated the 
White Paper of 1952-53 32 , "continued to be those of arresting 
inflation and the rise in prices, increasing production and meeting 
the large deficit in the country’s food resources, with another year 
of a partial failure of rains over many parts of the country.” 
After detailing these problems, the Finance Member concluded 
his budget speech on a different note. 33 "Looking^, back on the 
year just drawing to a close I feel that there is justification for 
sober satisfaction” on account of notable improvements in some 


30. Ibid, para 55. 

31. Ibid , para 53. 

32. While Paper on the Budget , 1952-53, Para 2. 

33. Budget Speech (Feb.) 1952-53, page 171. 
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directions. The rise in prices had been halted since July 1951 and 
even a downward trend was visible. 34 Although the food problem 
was still acute, there were “notable improvements” in other 
directions. The level of industrial production was higher (by 127 
per cent) and even agricultural production showed some increase. 
But the balance of payments deficits continued and the position 
in 1951 was getting worse. “I do not expect,” observed the 
Finance Minister, 85 “that these conditions will change materially 
in the coming year ( 1952-53 )“. 

A second factor in the budget setting was the Five-Year Plan. 
“The emergence of a realistic and co-ordinated plan of develop¬ 
ment, as a result of the labours of Planning Commission has, I 
think, convinced the people both in this country and outside that 
we mean business and have set about in right earnest to tackle the 
problem of the proper development of the country’s resources.” 36 
There was a third factor also—the availability of external help 
under the American wheat loan and the Colombo Plan for develop¬ 
mental purposes. 

With this background, the Finance Minister made two 
prosposals. First, as it was a care-taker budget, the existing 
measures of taxation would be continued, and secondly, because 
of foreign aid and the unforeseen increase of Rs. 66 crores in the 
budget surplus, larger provision would be made for developmental 
expenditure on capital items and on loans to States on the pattern 
laid down by the Plan. “I venture to think,” stated the custodian 
of the finances. 37 “that the cumulative effect of the fiscal and 
financial policy in recent months has definitely been to enhance 
the credit-worthiness of this country.” “It will, I hope,” he 
continued, “pave the way for a larger flow of international 
assistance and foreign investment to this country, to help us in 
our planned campaign for developing the latent resources of the 
country and for the raising of the standards of life of our people.” 

Although 4he February budget was characterised by unchanged 
taxation, increased development expenditure and an appeal for 
foreign assistance, it still was disinflationary and it was believed 

34. Vide Table 1 for the trend of prices. 

35. Budget Speech (Feb.) 1952-53, page 170. 

36. Ibid, page 171. 

37. Ibid. 
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that the provision for development and the over-all deficit of Rs. 
56 crores “will be well within the estimated balance of payments 
deficits for the year and will not, therefore, in any way, add to the 
inflationary pressure/* 38 Thus, in this budget, the shift in policy 
was towards the long-term problem, although the short-term one of 
inflation was still in view. 

Three months later, in May, a fresh budget was presented to 
the new Parliament. The economic background, though largely 
the same as in February, had undergone a few changes 39 ; prices 
were regarded as having reached ‘a more stable level/ and the price 
fall in the first quarter of 1952 was pronounced and even abrupt. 
It was feared that this would affect export earnings and so steps to 
neutralise the effects were taken 40 , c. g. reduction of export duties, 
easing of controls over the distribution of textiles, granting of 
special credits, guaranteeing of floor prices of cotton, etc. The 
talk oi a recession was in the air, but the budget was framed on the 
assumption that “the various indices do not point to the onset 
of persistent recession/* 41 The feeling was that the inflationary 
corner had been turned and that the problem now was one of 
possible depression, although the Finance Minister felt that 42 ‘the 
reckless injection of purchasing power into the country's economy 
was not called for at the present juncture. “Most competent 
observers arc of the view that the fall in prices represents in a 
sense the phase in which the inflationary trends which have been 
a marked feature of world economy for the last so many years have 
been spent out and in our country countered by measures deli¬ 
berately adopted to curb them.*' 43 

The nervousness about the depression was also noticeable in 
the Finance Minister's reference to the production trends. In 1951 
and 1952, industrial production was maintained, but after April, 
1952 the output of some commodities was shrinking. “The abrupt 
change-over from a sellers* to a buyers’ market is reflected in the 
consumer resistance which the products of a number of industries 

38. White Paper on the Budget, 1952-53, page 42. 

39. Budget Speech (May) 1952-53. 

40. Ibid. Para 6. 

41. Ibid . Para 21. It is extraordinary that inflation should have turned 
into a recession within hardly three months. 

42. Ibid. 

43. Ibid. Para 9. 
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are encountering at the moment* But once the necessary 
adjustments have been effected in production and prices, it is hoped 
that the level of production will recover from its temporary set¬ 
back.” 44 Agricultural production also was considered as improving, 
though there was no net increase on the food side. 

As in previous years, the balance of payments, however, was 
not favourable. The deficit on current transactions was of the 
order of Rs. 30 crores, and the sterling balances shrank by Rs. 81 
crores between December, 1951 and April, 1952. The large 
deficit in the balance of payments was. however, “not a case of 
frittering away the country’s assets ; the deficit could be said to be, 
in a sense, a planned deficit,” 45 because the deficit was needed to 
absorb the external finance available during the year but was not 
so large as to be an undue strain on the country’s external 
balances. 4 ' 1 

This, then, was the background for the May budget which also 
faced the increase in the overall budget deficit from Rs. 56 to Rs. 75 
crores. The approach to the very short period problem of high food 
prices was a bit strange. The problem could be met through subsidis- 
edimports, a policy so long followed or by the long run remedy of 
economic development which would also bring about increased 
production of food. The May proposals shifted the emphasis to the 
latter. The food subsidy was reduced to Rs. 15 crores, this amount be¬ 
ing considered sufficient to carry out the new food policy and also be¬ 
cause the older policy would have cost the Government Rs. 90 crores 
—an unbearable burden. “With so many competing claims upon our 
resources”, said the Finance Minister, 47 “particularly for the deve¬ 
lopment of economic resoures calculated to secure more lasting 
benefits, it would be wasteful to spend sums of this order on con¬ 
sumption by subsidising food.” The increase in food prices was felt 
to be more than compensated by the fall in the prices of other 
commodities. 

Reduction of food subsidies, however, was inadequate to meet 
the budget deficit. The cash balances were also not available, for, at 
the end of the year they amounted to Rs. 83 crores, which included 

44. Ibid, Para 7. 

45. Ibid, Para 11. 

46. Vide Report of the Central Board of Directors of the Reserve Bank, 1952, 
page 13. 

47. Budget Speech , 1952-53 (May) Para 16. 
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Rs. 40 crorcs of unspent foreign aid. This meant a drop of about 
'Rs. 200 crores since 1947. “The bulk of the. money,” explained C. D. 
Deshmukh, 48 “has been spent on essential purposes and on the 
development of the country and although there may be a difference 
of opinion whether every rupee of it has been well spent, few will 
deny that the expenditure has substantially been for the security or 
benefit of the country.” Peshaps the claim was very largely true, 
but how reminiscent it is of the defence of army expenditure in 
British days ! 

The balances, thus, would not be available in the future. The 
need was for strengthening the country’s revenue position as far as 
possible. As the problem w T as not one of having money to give 
away but one of making good the loss of resources, there were to be 
no tax concessions and changes. Economy in civil expenditure was 
being enquired into, but “in an expanding economy like ours, any 
saving realised in administrative expenditure is likely to be more 
than absorbed by increasing demands by developmental expendi¬ 
ture.” 49 All the money needed for meeting public expenditure and for 
the execution of the Plan was to be raised currently. The budget, 
however, did not suggest the way of doing it, except stating that 
“the edifice of our prosperity cannot be built on props of outside 
assistance without sacrificing something vital in the nation’s spirit 
but can rebuild enduringly only by the efforts of our own people.” 60 
This admirable policy of self-help may be contrasted with the 
appeal made in the February budget for foreign aid, to help us in 
our planning campaign. It is difficult to explain why this change 
came about—whether foreign response was poor, whether the change 
reflected the political atmosphere, whether a new surge of self-help 
developed , or whether it was to impress the foreigner that India 
was trying to do her best. 

The financial policy of 1953-54 was framed largely against the 
background of the Five Year Plan. In fact, two years of the Plan 
were already over, and so the budget had to be integrated with 
what had already been achieved as well as with what remained to 
be completed. The progress achieved could not be estimated 
accurately except to say that, out of the planned expenditure of 

48. Ibid. Para 21. 

49. Ibid, para 20. 

50. Ibid, para 21. 
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Rs. 2069 crores. Rs. 600 crores had been expended, which was not 
short of the expenditure target for the first two years. The rate 
of expenditure in the succeeding years would have to be accelerated 
and provision had to be made for about Rs. 400 crores even for 1953- 
1954. This fact was borne in mind in the 1953-1954 budget. Among 
ocher considerations, remarked the Finance Minister, 51 “was the need 
for raising the tempo of expenditure so as to secure that, in the 
third year of the Plan, the pace of development envisaged by the 
Commisson is, as far as possible, attained.” So the funds for capital 
expenditure were increased and regulated with reference to the 
progress of the various schemes. 

The overall budget deficit was of the order of Rs. 140 crores 
While in May 1952 the Finance Minister was hesitant about deficit 
financing, he fully accepted the device in 1953-54. He was satisfied 
that, taking all circumstances into account, no undue risk was 
being taken by deficit financing on the scale envisaged in the budget. 
These circumstaaces were : firstly, the plan provided for an annual 
average of Rs. 60 crores of deficit financing, but in the first two years 
such financing was of the order of Rs. 40 crores only, leaving scope 
for about Rs. 100 crores more ; secondly, inflationary pressure was 
under control and “the climate seems suitable for raising the scale 
of developmental expenditure.” 52 

The Plan thus dominated financial policy in 1953-54 i. e. the 
long term problem finally displaced the others, especially the anti¬ 
inflitionary objective. This was partly because of the presumed 
weakening of the inflationary pressures and partly because of the 
realization that the overall remedy for all the ills lay in economic 
development. Economic conditions also had shown some changes in 
1952-53; prices were steady at lower levels, production had improved, 
and balance of payments was more favourable. The food position was 
easier, leading to relaxations and adjustments in food controls- 
Improved production led to a considerable degree of decontrol of 
prices and the practically complete decontrol of distribution. 

The fall in prices led, however, to a new short period problem 
viz. increasing urban unemployment. The Finance Minister 
announced that “the basic situation in regard to employment and 

51. Budget Speech 1953-54, para 34. 

52. Ibid, para 38. 
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unemployment in the country is one that calls for long rerm 
measures for its correction and such correction could only be 
gradual especially in view of increasing population.** “As the 
development schemes get under way, they will provide increasing 
scope for employment.” 53 Thus, the new menace was not to be 
tackled as a short term problem, needing adjustments and 
alleviative measures, but was to be solved by the progress of the 
Plan. 

In this analysis of the broad trends in policy since the War, 
a few major features stand out. Over the period 1939-4*5, the main 
problem was financing the War, and although smaller issues like 
food shortage and inflation were present, the Government 
concentrated on the major question and succeeded in meeting it. 
This was in part due to the fact that the then Government had a 
policy ; that the British Finance Members had a tradition of 
continuity and that each finance member himself was in the saddle 
for a number of years. It was partly also due to the fewer 
problems facing the Government and the new ones presented by 
inflation being still in their infancy. 

After 1945, a multiplicity of problems appeared,—adverse 
balance of payments, rehabilitation of displaced persons, food crisis, 
inflation, and the needs of economic development and social 
justice. Some of these belonged to the category of short term 
problems, and others to the category of long period problems. 

In meeting these problems, the Finance Ministers have often 
misread the situation, as for example, when deflation was 
anticipated in 1945-46. Sometimes they underestimated the 
intensity and duration of the problems, as in rehabilitation and 
food shortage, and did not go the full way in meeting them. In 
yet others, for example, in regard to inflation, it was assumed that 
the issue could be easily solved and, instead of pursuing the 
remedies adopted long enough to consolidate the effects, sudden 
shifts were made. As regards development, it was only in 1951 
that, for the first time, a plan, though not perfect, was evolved 
and the budget coordinated with it. It was not fully realised 
that these many problems were mere facets of the central question 


53. Ibid , para 8. 



20 


FINANCIAL POLICY OF THE INDIAN UNION 


of economic development and that financial and monetary policies 
had to be dovetailed if the issues were to be solved. 

There was, thus, a complete lack of intergated policy or 
correct appreciation of the problems over these eight years (1945- 
53). Whether we consider changes in the tax structure, disinfla¬ 
tionary measures, food policy or developmental expenditure, the 
financial policy has been shifting. This shift has not had the 
features of adjustibility and flexibility, which certainly characterise 
a dynamic budget policy. Perhaps, the transition from war to 
peace and from dependence to freedom, as well as the avalanche 
of new preblems in 1947, may have caused vacillations. Perhaps, it 
is also traceable to the rapid changes in Finance Ministers, wdiose 
assessment of the issues and approach to the solutions were 
necessarily different. It is only since the last two years that the 
long term problem of economic development* is being made the 
central prop of the budget and an attempt has been made to 
harmonise the fiscal and monetary policies- 



Ill 

TAX POLICY 


The problems which faced the new government may be con¬ 
sidered in terms of its tax policy. Nowhere perhaps was the lack 
of a long term plan of a coordinated attempt to face the issues 
more evident than in this sphere. 

The vacillation in the postwar years in the approach to taxa¬ 
tion is striking. The pre-partition (March) budget of 1947-48 
based its tax policy in terms of the long-term problem of reducing 
inequalities of income and wealth. The taxation proposals, 
proclaimed the Finance Minister, Liaquat Ali, “are related not to 
purely financial purposes, but to certain social objectives. The 
conditions created by the last war served to accentuate these 
disparities; the rich became richer and the poor poorer...A set 
of conditions in which the few are able to wield such vast power 
over the many can hardly be regarded as anything but a negation 
of the principles of social justice...It is against this back-ground 
that my budget proposals are formulated. They represent the 
first stage of a policy of social justice and development which it 
will require years to bring to full fruition.” 1 

Three things arc clear from this statement-'first, that redistri¬ 
butive taxation was the aim ; second that a long term policy was 
envisaged and third, that a shift in the tax burden was to be 
attempted. With these objectives in view some specific changes 
were suggested. The first proposal was to appoint a Commission 
to investigate into private accumulations of wealth. 2 It was be- 

1. Legislative Assembly Debates 28 February 1947 : Vol. II No. 8 page L 33 
Compare Archibald Rowlands’ approach in 1946. Budget speech para 38. 
(Legislative Assembly Debates ) 28 February 19*16. Vol. III. No. 1. page 
1730. 

‘see also Jeremy Raisman's remark in 1944 : “In spite ol war time 
taxation it is indisputable that enormous private fortunes have been 
made during the war aggravating the great inequality which already 
existed." Legislative Assembly Debates 29 February 1944, Vol. II. No. 1, 
para 60. 

2. Ibid . 
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lieved that an enormous amount of income was escaping taxation 
and huge sums had been made in black market operations. “The 
way in which some of these proprietors have flaunted their newly 
acquired wealth has been something of a public sensation.” 3 

Subsequent events, however, interfered with the execution of 
this proposal until 1948 when the present Income-tax Investigation 
Committee was appointed. 

The second step in giving effect to this objective was a number 
ot readjustments in direct and indirect taxes The broad trend in 
policy was to reduce indirect taxation and to increase the direct 
tax burden. Thus, as immediate relief to the poorer classes, the 
salt tax was abolished. Although its incidence was light (3J annas 
per capita), and the loss of revenue appreciable (Rs. 8*25 crores), the 
levy was given up on political grounds as well as on the economic 
ground that the tax was on a prime necessity of life and hence 
regressive in character. A new Salt Policy was adopted. “Until 
now,” announced the Finance Minister, 4 5 “Government's interest in 
the salt industry has been largely confined to the raising of revenue; 
hereafter it is intended that its interest should be entirely positive 
and constructive and should be directed towards developing India’s 
salt resources to their full potential, improving the quality of salt 
and making sufficient grades to provide for all classes of consumers, 
encouraging increased consumption by individuals and by cattle, 
providing adequate supplies for industrial uses, keeping prices at a 
minimum, and ultimately making India fully self-supporting.” To 
carry out this purpose the Government took three steps. The 
excise and customs duties on salt were to go from the first of April; 
the Government was to continue the production of and control 
over organised manufactures ; and maximum wholesale and retail 
prices were to be fixed. This was part of a new economic policy 
to give more effective assistance to the poor. 

As Liaquat Ali put it, 6 “the cornerstone of our economic policy 
is to maintain strict control over the prices of the basic necessities 
of life, food and cloth, so as to stabilise them at reasonable levels 
and keep them within the purchasing power of the poorest sections 
of the population.” 

3 . Ibid. 

4 . Ibid. 

5 . Ibid. 
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The economic wisdom of abolishing the salt tax in view of 
the negligible relief it gave to the poorer sections, and of the consi¬ 
derable loss of revenue at a time when deficits were large and con¬ 
tinuous and developmental schemes were demanding funds, may be 
questioned. But considered against the political background and 
sentiment—which even suggested its abolition to be made a part of 
the Constitution—it is clear that its discontinuance was inevitable. 
In this matter, the country’s economic interests were subordinated 
to political expediency. 

No other relief in indirect taxation was given, the only other 
change being the raising of the export duty on tea from two annas 
to four annas a pound. This modification was expected to yield 
four crores of rupees and was largely intended for raising revenue 
to make up the large deficit. It was temporary and removeable 
if exports were affected. 

Drastic changes in direct taxation were to be the means of 
meeting the long-term problem. There was a huge deficit of Rs. 
567 crores. “The greater part of this gap should be filled by direct 
taxation,” was the core of the Finance Minister’s new policy. 6 This 
approach regarding the relative place of direct and indirect taxa¬ 
tion was in line with the views of the major political parties until 
then the course of development in advanced countries, and the 
trends in economic thinking. 7 It. may, however, be contrasted with 
the positions taken up by Liaquat Ali’s successors, particularly by 
Shanmukham Chetty, which will be explained presently. 

In pursuance of this policy two types of changes were intro¬ 
duced—levy of new taxes and increase in existing rates. To honouT 
the pledge given earlier by Archibald Rowlands 8 9 the Excess Profits 
Tax was abolished, but since the abolition came a little too soon, 
the Business Profits Tax, which was a special income tax of 16f 
per cent on business profits exceeding one lakh of rupees was 
introduced 1 *. This tax was wider in scope as it included professions 

6. Legislative Assembly Debates. 28 February, 1947 Vol. II No. 8, page 1334. 

7. Very recently a change in the approach to the direct-indirect tax issue 
is noticable. 

8. Legislative Assembly Debates , 28 February 1946, Vol. Ill, No. 1, page 
1730 ; also see Raisman's remark. Ibid 28 February 1945, Vol. II, No. 1, 
page 876. 

9. Vide , M. H. Gopal : The Theory of Excess Profits' Taxation , pages 357- 
370. 
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and vocations. It was considered fairer than the Excess Profits 
Tax and was expected to yield Rs. 30 crores. The levy was 
unfortunately given a political complexion, which even threatened 
a cabinet crisis, and led to certain modifications in the rate and 
abatement. 10 But the tax itself represented a major attempt to 
execute the new social and tax policies. 

An equally major change in this direction was the levy on 
capital gains escaping income taxation. The tax, whose yield was 
relatively low (Rs. 3i crores) appears to have been a just one. 
Capital losses were allowed to be set off against capital gains ; a 
distinction was made between gains on the sales of assets held for 
two years and those held for more than two ; the income and 
super taxes were to apply to the former gains. 

The distinction was not to hold good with regard to companies 
not assessed at graduated super tax rates. Profits and losses less 
than Rs. 5000 a year were ignored so as to prevent harassment 
and to exclude disposal of personal possessions. The structure of 
this tax along with the proposal for a commission to enquire into 
accumulations of wealth emphasises the social objective of the tax 
policy. A small relief was given in income taxation to the less for¬ 
tunate assessees—the exemption level being raised for a consider¬ 
able number of assessees hit by the prevalent conditions. 11 

The pre-partition budget was equally drastic in raising the 
rates. The existing rates of super tax were considered not in 
accordance with modern trends of direct taxation, and so the 
maximum rate of 10£ annas in the rupee was to apply to Rs. 1'2 
lakhs of unearned and Rs. 1*5 lakhs of earned income instead of Rs. 
3*5 and Rs. 5*0 lakhs respectively before the change. This modi¬ 
fication raised the income and super tax rates to 15k annas in the 
rupee and the yield was about Rs. 2\ crores. Further, the corpora¬ 
tion tax rate was put up from one to two annas with an anticipated 
yield of Rs. 4 crores. Finally, the operation of the dividends’ tax 
was tightened up. This levy imposed in 1946-47 was meant not to 
raise revenue but to discourage dissipation of resources in excessive 
dividends. To further capital formation and, therefore, business 
expansion, Liaquat Ali went a step further. “A company should 

10. Legislative Assembly Debates, 28 February 1947, Vol. II, No. 8, page 1335. 

11. Ibid, 
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be penalised,” he stated 12 , “if it distributed roughly more than 
one half of its profits left after taxation.” 

These changes in tax policy suggest that, to further the social 
objectives, the government directed its attention towards reducing 
the concentration of wealth and “the stranglehold of big money 
over the economic life of the country as a whole by the acquisition 
of businesses, companies and public utiliries and the press” 13 and 
made direct taxation its principal weapon of attack. 

Two important features stand out. First, the crack in the 
continuity of financial policy had set in. The tax approach of 
1946-47 was one of reducing the war burden of taxation, while the 
policy of 1947-48 was one of imposing additional direct taxation. 
The former followed the world trend in the transition from war to 
peace economy, whereas the latter took up the post-war shift from 
a private enterprise to a socialist economy. Secondly, although in 
1947 inflationary trends were recognised as persisting 14 and the 
importance of regional planning was emphasised. 15 taxation was not 
considered as the instrument to tackle either problem. The attempt 
to control private expenditure by increasing indirect taxation or to 
encourage private investment and saving by reducing direct tax¬ 
ation was not made. On the other hand, the increase in the 
number and rates of direct taxes must have acted as disincentives. 
Reliance was placed on borrowing to counter the inflationary trends 
and to mobilise resources for developmental purposes. 16 

The first budget of Free India presented in November 1947 
was necessarily of an emergency character and, therefore, very 
little change was introduced either in tax policy or in tax structure. 
Two things, however, are noteworthy. First the stand that, 
although it was the eighth consecutive deficit budget, the shortage 
of Rs. 26*2 crores would be left uncovered because it was due 
entirely to abnormal factors. What, however, is surprising is the 
self-complacency that the deficit was nothing to be worried about 17 

12. Ibid, page 1336. 

13. Ibid, page 1333 

14. Ibid, page 1328-9 

15. Ibid, page 1331 

16. Ibid, page 1325 

17. Compare Basil Blackett’s reaction to a similar situation in 1923. '‘When 
I came to look into the finances of India for the last few years. I was 
tempted to wonder whether it was not a rake’s progress. For five 
years in succession India has had a deficit.” Legislative Assembly 
Debates 1/3/23. Vol. Ill, page 2931). 
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and that the revenue position was sound since the deficit was the 
result of abnormal factors such as war, partition, refugees and food 
shortage. “If these special factors are taken into account,” observed 
Shanmukham Chetty, 18 “it will be seen that we have not been 
living beyond our means or heading towards bankruptcy.” 
Almost an assurance was given to the country that not only would 
the budget be balanced once defence'expenditure was reduced and 
food imports curtailed, but aho that they would be achieved by 
1949-50. Two things are striking in this attitude. First, as pointed 
out later, the suggestion of financial soundness was being repeated 
in successive budgets giving the feeling that all was well 19 although 
conditions were not showing any improvement. The second feature 
is that the effect of the deficit uron the inflationary trend was 
over-looked, although it must be conceded that it would have 
been impossible for any Finance Minister either to assess the nature 
of abnormal conditions or to provide for them so soon after the 
partition and its repercussions. 

A second aspect of policy was the continuation of the pre¬ 
partition outlook that, in tapping all available sources of income, 
the ordinary man was not to be burdened. 50 In pursuance of this 
outlook only one minor change was made in taxation, viz : the ad 
valorem export duty of 3% on cotton and yarn was replaced by a 
specific duty of four annas per square yard on cotton cloth and six 
annas per pound on cotton yarn, yielding Rs. 165 lakhs. But, at the 
same time, a departure from Liaquat Ali’s policy was heralded. The 
pre-partition tax proposals were criticised as seriously affecting 
the incentive for investment 21 , and the Finance Minister promised 
to examine the consequences of taxation policy before the next 
budget so as to instil confidence in private enterprise. 22 Thus, the 
interim budget while carrying out the pre-partition policy sounded 
a different note which was to become effective in the next budget. 

The 1948-49 budget was marked by a different approach as 
well as by a conscious attempt to adjust taxation for disinflationary 
purposes. Liaquat Ali had the long-term problem of reducing 

18. Constituent Assembly Debates, 26 Nov. Vol. I. 

19. Ibid. 

20. Constituent Assembly Debates, Op. Cit. 

21. Ibid . page 760. 

22. Ibid . 
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inequalities as his guiding star and pinned his policy to increases in 
direct taxation. Shanmukham Chetty enunciated a different tax phi¬ 
losophy. 23 The proper balance between direct and indirect taxation, 
he said f “is not regulated by any set principles...in the ultimate anlay- 
sis, it is merely a question of arranging taxation to the best advantage 
of the community and with reference to the economic conditions 
of each country. Thus, while in an industrially advanced country 
it may be possible to raise a substantial revenue by direct taxation 
it will obviously be unwise to pitch the direct taxes too high in a 
country in the process of development as the inevitable consequence 
of high direct taxation is to retard the formation of capital without 
which industrial development is not possible. Similarly, when the 
main consideration is to curtail consumption, as during a period of 
shortage of goods and inflation, it may be necessary to raise the 
level of indirect taxation to secure a reduction in consumption. 
There is also a common fallacy that the larger the amount of 
indirect taxation the heavier the burden on the ordinary men. 
While it is, of course, true that over a considerable field consump¬ 
tion taxes reach a wider section of the population than direct 
taxation, consumption taxes on such luxuries as motor cars, the 
costlier varieties of tobacco, cigarettes, duties on wines and 
spirits and export duties which do not affect the internal consumer, 
all of which go to swell the total of indirect taxation, do not touch 
the life of the ordinary man.” 

The implications and validity of this tax philosophy may be 
analysed later. It is enough to stress here that the policy underlying 
the 1948-49 budget was this interpretation. The Finance Minister 
in 1947-48 2 ' 1 struck the note that “India is a land of glaring contrasts 
and disparities ; we have here, on the one hand, a class of multi¬ 
millionaires rolling in wealth and holding the economy of the 
country in their grip by exploiting for their profits the labour of 
the poorer classes and, on the other, the vast multitudes who eke 
out somehow or other a miserable existence precariously near the 
starvation line/’ The Finance Minister in 1948-49 25 consoled him¬ 
self in the conviction that not only was direct taxation not equally 
important in all tax structures but that the pattern of Indian tax 

23. Ibid . 28 February 1948, Vol. II, No. 9. page 1346. 

24. Legislative Assembly Debates , 28 February, 1947, Vol. II, No. 8, page 1333. 

25. Constituent Assembly Debates , 28 February 1948, Vol. II. No. 9, page 

347. 
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structure was highly satisfactory. For, whereas in 1937-38, 21 per 
cent was the proportion of direct taxation, in l?48-49 the share of 
direct and indirect taxes were about equal. The position in the 
United Kingdom in 1947-48 was that direct taxes formed 52 per 
cent, and “this compares very favourably with our tax structure in 
which with a comparatively poor industrial economy we collect 
about 51 per cent of our taxes from direct taxes.” Shanmukham 
Chetty added, 2(1 “Compared to 1937-38 the direct taxes would have 
increased 8£ times in 1948-49 while the indirect taxes would have 
increased only by a little over twice.” 

With this philosophical background the Finance Minister set 
out to achieve two purposes. First, to budget for a surplus so as to 
arrest inflationary trends. “There is no indication that a reversal 
of this trend is in sight.”...“At such a juncture we should exert 
every nerve to budget for a surplus, if possible, by increasing 
revenue and by curtailing expenditure...The methods are important 
...The tax burdens must be met by cutting down expenditure on 
consumption and not by saving less.” 27 This led necessarily to an 
increase in consumption taxes. The second purpose was to adopt 
incentive taxation. There is a considerable measure of justification 
concluded the Finance Minister, 28 in the wide-spread criticism that 
incentive is hampered. This meant, compared to the previous 
budget, a material readjustment in direct taxation especially of 
taxes on business. Three criteria were in view in making these ad¬ 
justments. First, because of the paramount need to stimulate 
production, the tax burden was not to hamper the expansion of 
production ; second, taxation was to leave a genuine margin for 
savings to flow back into investment —the ability to save —; and 
third, it was to provide a real incentive to ploughing back of 
profits into fresh investment —the willingness to invest. This 
approach definitely abandoned the problem of social justice as an 
immediate tax objective, and concentrated upon the short term 
problem of countering inflation directly by reducing spendable 
income and indirectly by increasing investment and output. 

As a consequence of this policy, changes were made in impor¬ 
tant direct taxes. Regarding the business profits tax, the Finance 


26. Ibid. 

27. Ibid, page 1329. 

28. Ibid, page 1341. 
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Minister felt that “in the present circumstances there is no justi¬ 
fication for the complete withdrawal of this tax.” 20 The need for 
additional funds for reconstruction, and specially for rehabilitation 
of refugees, compelled its continuation. But the burden was 
reduced by increasing the abatement from one lakh of rupees or 
6 per cent on capital to Rs. 2 lakhs or 6 per cent while the rate of 
taxation was cut down from 16$ to 10 per cent. The rates of the 
super tax were regarded as leaving hardly any incentive to save, 
because practically the whole of income beyond Rs. 1’2 lakhs was 
taken away. “I have no doubt myself,” said Shanmukham Chetty 30 , 
“that such severe taxation at this level would seriously hamper 
the growth of savings and retard cur industrial development.” So 
the maximum rate of the tax was to apply at the Rs. 3*5 lakhs 
plane and not at the Rs. 1*5 lakhs level. Within the slabs the rates 
were rearranged so as to fulfil the double purpose of keeping the 
level of taxation sufficiently high while leaving at the same time a 
margin for saving. 

The dividends tax came equally under review. In 1946-47 
a “complicated system” of levying super tax at steeply graduated 
rates on dividends above a datum line had been introduced. In 
the next year the rates were stiffened in order to deter the dis¬ 
tribution of large dividends and to secure the plough-back of pro¬ 
fits into business. But, according to the Finance Minister, 31 “in 
actual practice very little revenue was collected from this source 
and the purpose with which this was introduced does not appear to 
have been realised...something more positive is required to induce 
industrialists to return more of their profits than taxing those who 
distribute large dividends. My proposal to secure this end is to 
reduce the tax on the undistributed profits of a company by one 
anna.” Thus, in the 1948-49 budget, the rate of the dividends 
tax was five annas on distributed profits and four on undistributed 
ones. 

Alterations were made in the income tax. To prevent con¬ 
centration of too many businesses in the hands of large companies 
and to encourage smaller companies with moderate incomes so as 
to broad-base the economy and assist the development of cottage 

29. Ibid, page 1342. 

30. Ibid . 

31. Ibid. 
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industries and secure their fair distribution over the various pro¬ 
vinces, the rates of income tax on companies with incomes of 
Rs. 25,000 and below was reduced by half. To encourage private 
benefaction, donations to approved institutions and charities up 
to 5 per cent of taxable income for companies and 10 per cent 
for individuals subject to a maximum of Rs. 2 lakhs were exempted 
from the income tax. A similar exemption was given for payment 
of municipal taxes on house property. 

The corporation tax too was modified. Although dividends 
paid by companies incorporated outside India to their shareholders 
abroad in respect of their Indian business were liable to super tax, 
information regarding payment was not available and, therefore, 
the state lost revenue. To prevent this leakage, the general rate 
of the corporation tax was raised from two to three annas and a 
rebate of one anna was given to companies in India. “The effect of 
this proposal” claimed the Finance Minister, 32 "will be that 
companies in India will pay the present rate of corporation tax of 
two annas while foreign companies having business in India will 
have to pay a corporation tax of three annas on their profits earned 
in this country.” 

We shall consider presently the wisdom and effects of these 
changes. The questions naturally arise : Did these proposals 
achieve the objective ? Were they sufficient for the purpose ? 
Were the economic conditions such as were assumed ? And were 
the remedies the correct ones ? It may be pointed out that, in the 
very next year, some of these changes were not approved of by 
Shanmukham Chetty’s successor and alterations were consequently 
made, For example, the business profits tax introduced in 1947-48 
by the first Indian Finance Minister, materially changed in 1948-49 
by a second, w T as abandoned in 1949-50 by a third one. So the 
fundamental question is whether in the course of such frequent 
changes there could be any tax policy as such. 

Anyway, the financial effect of these changes was the loss of 
about Rs. 8 crores of revenue in 1948-49. With the salt tax reducing 
the revenue by about Rs. 9 crores in 1947-48 and the 1948-49 tax 
modifications adding another Rs. 8 crores to this loss, the problem 
of resources necessarily became urgent in an economy with a long 
series of deficits and pressed with the need to finance planned 

32. Ibid, page 1343. 
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development. Naturally only three courses were left :—(1) resort 
to public loans, 33 (2) a reduction in developmental expenditure 31 , (3) 
since the direct tax burden was reduced, an increase in indirect 
taxation. The government attempted all these methods, of which 
the last is relevant here. 

The changes in indirect taxation in 1943-49 were broadly of. 
three kinds—(1) reliefs (2) increase in rates, and (3) new levies. The 
specific export duty on cloth was converted into an ad valorem tax 
of 25 percent. Handloom cloth was exempted from the tax and 
the duty on exports of cotton yarn was withdrawn. In the interim 
budget of November 1947 the duty had been increased, and the 
specific duty was regarded as too heavy on handloom and some 
varieties of mill cloth, particularly burdensome being the tax of 
six annas a pound on cotton yarn. So a change was effected within 
a few months “on a careful review of the matter.” Similarly, the 
excise duty on betel nuts yielding Rs. 30 lakhs was withdrawn since 
its administration was found difficult and it led to prolific complaints 
from areca growing provinces. “I hope,” said the Finacne Minister, 3 * 
“it will mean a cheapening of the article for the poor man.” These 
two changes involved a further loss of Rs. 4'8 crores. It is strange 
that the poor man's interest in this respect should have touched the 
heart of the Finance Minister for, as evident below, a loss of Rs. 30 
lakhs would mean a relief of less than l/100tli of a rupee per 
capita ! 

This relief may be contrasted with the additional burden in 
indirect taxes. In levying new taxes the Finance Minister ex¬ 
plained the major considerations he had in mind. “In a transitional 
time like this we should take every step possible to strengthen our 
revenue position” ; “in raising our revenue position it is, in my 
view, necessary to secure that as little of the burden as possible 
falls on the poor man.” “I have turned as much as possible to the 
field of export duties which docs not involve any additional burden 
on our people and to such of the excises as do not affect the poorer 
classes.” 36 

33. Vide chapter on Debt Policy. 

34. Vide chapter on Expenditure Policy. 

35. Constituent Assembly Debate 28 February 1948, Vol. II, No. 9, page 1344. 

36. Ibid . page 1344. 
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The extent to which these pronouncements were carried out is 
evident from the following changes. An export duty of Rs. 80 
per ton was levied on oil seeds and of Rs. 200 per ton on vege¬ 
table oils. This was justified by the wide disparity between the 
internal and the external prices. “I am satisfied,” concluded the 
Finance Minister, 37 “that the imposition of this duty will not affect 
our export market." It is interesting to compare this conclusion 
with that of the succeeding Finance Minister in the very next 
year who withdrew the duty because 38 its continuance hampered 
exports. However, the yield from the duty was expected to be 
Rs. 2i crores. An export duty was also levied on manganese at 
Rs. 20 a ton and an yield of Rs. 80 lakhs was anticipated. Thus, the 
new export duties accounted for Rs. 3 3 crores of additional revenue. 
Changes were introduced in import duties also. The duty on motor 
cars was raised from 45 to 50 per cent with a preference of 7J 
per cent to the United Kingdom. The yield was Rs. 0’5 crore. 
The import duty on cigars, cigarettes and manufactured tobacco 
was also increased with an anticipated revenue of Rs. 12 lakhs 

The changes in excise duty were more important whether we 
look at it from the point of view of revenue or incidence or the 
products affected. The heaviest burden was laid on tobacco, long 
recognised as the milch cow in central excises. “The tobacco 
excise is in India, as in other count! ies,” said the Finance Minister 
in 1944, 39 “an almost unrivalled means of raising revenue, and is 
destined to play an important role in the financing of post war 
development.” The system of tobacco taxation was considered in 
1948 to need rationalisation “so as to increase revenue from this 
source.” Such adjustments needed time. Therefore, for the time 
being, the duty on cigarettes was levied at 25 per cent ex-factory 
prices with an yield of Rs. 7 crores. The excise duty on unmanu¬ 
factured tobacco was raised by 22i per cent—from 9 annas to 12 
annas a pound and 3 annas to 4 annas a pound—“in order to secure 
that there is no diversion from the consumption of cigarettes to the 
cheaper varieties.” The yield was Rs. 2 crores. Apart from the 
question as to whether tabacco is a luxury as classified by the 

37. Ibid, page 1345. 

38. Constituent Assembly Debates Vol. II, No. 3, page 981. 

39. Legislative Assembly Debates 29 February 1944, Vol. II, No. 1, page 717 ; 
this prophecy was fulfilled in 1953. Infra page 66. 
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government, 40 it is a fact that it is consumed by the poor as well, 
particularly the cheaper varieties. The effective rate of tax on 
this variety was higher than that on cigarettes. This meant that 
in spite of the announced policy of resorting to export duties and 
to such of the excises as do not affect the poorer classes, the real 
course of taxation in 1948-49 was different. Tobacco excise alone 
accounted for an additional Rs. 9 croies as against the export duties 
of Rs. 3 crores ; and the rate of tobacco excise itself was definitely 
regressive. In 1944 Raisman claimed that the tobacco tax was not 
regressive : “By varying the rates of different kinds of tobacco, as 
we have done, the burden of the tax can in some measure be 
adjusted between the different classes of the community in 
accordance with their capacity to pay.” 41 This claim was partly 
justified in 1944 because of the relatively larger burden on the 
better qualities of tobacco, but not in 1948 when bidis, unmanu¬ 
factured tobacco and cheaper varities of cigarettes were taxed 
heavily. 

A number of changes were made in 1948 in the other excise 
duties also. The tax on tea was raised from 2 annas to 4 annas a 
pound to bring it to the same level as the export duty, the yield 
being Rs. 1*8 crores. A similar increase was effected in coffee with 
a yield of Rs. 30 lakhs. The excise on vegetable products was 
raised by 50 per cent—from Rs. 5 to Rs. 7\ a cwt. 

A similar rise was effected in tyres and the yield from these 
two items was an additional Rs. 40 lakhs each. The excise duty on 
matches was raised from Rs. H to 2\ a gross. In 1946-47 this tax 
had been reduced in the hope of benefiting the consumer, but as 
the hope was not realised the duty was raised in 1948-49. The 
additional revenue was Rs. 1'5 crores. Thus, changes in excise 
duties were expected to contribute Rs. 3 3 crores whereas those 
in export duties contributed Rs. 3‘J crores. Most of the changes in 
excise affected the poorer sections. 

Another change of minor revenue impartance was the increase 
in postal registration fees from 3 to 4 annas while the surcharge on 

40. In 1944, Raisman clarified the Government outlook : "Tobacco is un¬ 
questionably a luxury, whatever its hold on the consumer, and I speak 
as one who has long been accustomed to its solace. It is in no way 
a necessity of life. It is, therefore, an ideal subject for taxation, since 
every smoker can regulate his consumption and the amount of tax he 
will pay." (Ibid page 1613) 

41. Ibid Vol. II, No. 17 pages 1614-15. 
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trunk telephones was increased from 40 to 60 per cent and 
amalgamated with the basic rate. The increase in revenue was 
Rs. 40 lakhs. 

A very important procedural change was effected in direct 
taxation. “Advance payments of income tax under section 18A of 
the Income Tax Act were not so far credited as revenue, but held 
in deposit till the complicated process of assessing the tax was 
completed.” These advance payments of tax were not really refund¬ 
able deposits and “there is no reason why they should not be credit¬ 
ed to revenue straight away.” 42 The change was to be in stages 
beginning with the corporation tax 1948-49. This resulted in 
diverting Rs. 10 crores of deposit payment to revenue. Since the 
deposits would have been credited perhaps in the succeeding year, 
it is clear that, except for the first year of such a change, 
the reform cannot be regarded as bringing about an increase in 
revenue. Deposits are merely anticipatory revenue and the effect 
of such a change in accounting on the reduction of the prospective 
deficit could at best be effeted for the current year, and that too 
only on the deficit on revenue account. 

As the main object of the 1948-49 budget was dis-inflationary, 
we may assess below the total effect of the changes proposed. 

Original deficit Rs. 22*35 crores 

Reduction in revenue due to 
changes in : 

(a) Income and Corporation taxes 

(b) Export duties 

(c) Excise duty 

Total deficit 
Additional receipts 
Income Tax revenue 
Export duties 
Import duties 
Excises 

Postal and telephone 
changes 
Total 

Net deficit: 


,, 1'66 crores 

„ 4*50 crores 
0*30 crores 

„ 28*81 crores 

„ 10.00 crores 
.. 3*30 ., 

„ 0*62 „ 

.. 13*40 „ 

„ 0*40 „ 

„ 2772 crores 
Rs. 1*09 crores 


42. Constituent Assembly Debates 28 Feb 1948, Vol. II, No. 9, page 1344. 
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The tax changes of 1948-49 can also be analysed as follows : 

Incentive tax reduction (i. e., to stimulate 

production) Rs. 17 crores 

Anti-inflationary taxation to mop up 

purchasing power and curtail demand Rs. 12*9 crores 

(The income tax revenue of Rs. 10 crores was merely antici¬ 
patory income ; and hence is unimportant for this analysis) 

These figures, approximate as they are, indicate the relative 
importance of the two—how in 1948-49 tax policy was not so much 
based on incentives to i>roduction as on curtailment of demand and 
on mopping up of purchasing power. 

The steps taken in 1948-49 to curb inflation were not effective. 
The price level rose from 308*2 in 1947-48 to 376*2 in 1948-49. 
Inflation, therefore, became the major preoccupation of 1949-50 and 
the tax policy was mostly concerned with this problem. To 
prevent further accumulation of purchasing power and to stimulate 
production, as well as to instil a spirit of confidence so as to 
increase the supply of consumer’s goods, became the immediate 
objective of taxation. In the dis-inflationary drive the emphasis 
shifted from the curtailment of demand to increase of supplies. 
The gist of the government tax policy was stated thus : 43 “The 
most disconcerting element in the economic life of the country 
today is a deep underlying fear of the future, of which the stagna¬ 
tion in the capital market is an index...one of the most urgent 
tasks...is to secure a revival of confidence...investments in govern¬ 
ment loans and industry have been falling off.*’ 

The shifting emphasis in tax policy towards further reduction of 
burden on business assumed two forms. Reliefs of various kinds 
were given. The capital gains tax was abolished on the ground 
that the expected revenue from the levy did not materialise 
becauie the tax synchronised with a period of falling values and 
because the psychological effect of the tax on investment was 
considered markedly adverse, so that the free movement of stocks 
and shares was hampered ; and without such movement, “it is 
hardly possible to maintain a high level of industrial development.” 44 
The super tax was also reduced and the distinction between the 

43. Constituent Assembly Debates. February 28. 1949, Vol. II, No. 3, page 980. 

44. Ibid. 
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earned and unearned income above Rs. 1J lakhs was reintroduced 
because ignoring such a distinction was considered illogical and 
because the existing level of super tax was considered to have 
little incentive for saving and investment. Thus with regard to the 
super tax, a relief of one and a half annas per rupee was given in 
earned income and of half an anna in unearned income. The way¬ 
ward policy of the government is again evident here. Hardly a 
year earlier the distinction between earned and unearned incomes 
had been abolished by Mathai’s predecessor. 45 Moreover, how 
either in theory or in practice the distinction can be relevant only to 
incomes above Rs. 1\ lakhs is intriguing. 

The same vacillation in policy is evident in the third variety of 
relief given in company taxation. In order to encourage the growth 
of smaller companies the budget of 1948-49 had reduced the income 
tax on companies with income of Rs. 25,000 and below to half the 
rates. In 1949-50 changes were made in this concession because of 
"considerable administrative difficulties.” The concession, no 
doubt, continued to exist but it took the form of a rebate of half 
the corporation tax and was limited to public controlled companies 
which were not branches or subsidiaries. A similar modification 
was introduced with regard to privately controlled companies decla¬ 
ring dividends abroad. In 1948-49 difficulty was felt in obtaining 
names of shareholders and amount of dividend paid by such compa¬ 
nies with regard to super tax, and the loss of revenue to the state 
was considerable. To plug the leakage, Shanmukham Chetty levied 
an extra tax of one anna on such concerns and gave immunity from 
further income taxation. This concession was found to have a 
defect. The immunity applied not only to dividends paid but also 
to those deemed to have been received and thus considerable profits 
escaped with light taxation. The 1949-50 budget introduced a 
change. Instead of taxing each company as an individual, the 
principle of applying the average rate was adopted, i. e. all corpora¬ 
tions, Indian or non-Indian, were treated as companies, but a 
further super tax of one anna per rupee was paid by privately 
controlled concerns not distributing profits in India. 

A negative approach to encourage expansion and modernisa¬ 
tion of production was in the depreciation provisions. As prices 

45. Constituent Assembly Debates 28 February 1948, Vol. II, No. 9, page 
1342 . 
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and wages rose, industry needed larger amounts of working capital. 
Replacement costs were higher and depreciation allowance on the 
basis of the original cost of asset involved great hardship. There¬ 
fore, industrialists wanted their assets to be revalued at current 
prices and depreciation to be allowed on such revaluation. While 
the difficulty complained of was admitted to be real, the solution 
proposed was regarded as not practicable, since it gave no relief to 
those replacing immediately, but an advantage to those replacing 
in the future when prices may be low. But since depreciation 
played an important part as an incentive to production, a modified 
procedure was adopted in 1949-50. “For all new plant and 
machinery installed during the five years from 1st April 1948, 
depreciation allowance at double the ordinary rate will be allowed. 
If by April 1953 prices fall, the difference between the written 
down value of the assets and the corresponding value at the reduced 
price will be allowed as an additional depreciation allowance. 46 ” 
For existing plant, extra depreciation to wear and tear was to be 
granted if triple shifts were worked. Thus the purpose of depre¬ 
ciation changes was threefold—increase in output, expansion of 
investment and modernisation of plant. This was in line with the 
policy of dividend limitation. In 1948 the rate of income tax on 
companies, not distributing part of profits as dividends, were 
reduced and in 1949, profits that could be distributed as dividends 
were limited so as to enable accumulation of reserves for meeting 
the increased costs of replacements. A further encouragement to 
industry was in the form of indirect taxation. The import duty on 
a number of raw materials was reduced at the cost of Rs. 35 lakhs 
to the State. 

Two other concessions, but not directly to industry, in pur¬ 
suance of the incentive drive, were given. The rate of income 
taxation in the lowest and medium groups was reduced by a quarter 
of an anna. Up to a limit of 10,000 rupees the income-tax was 
reduced from twelve to nine pies on the first slab and from twenty 
four to twenty one on the second. The Finance Minister justified 
the concession on the ground “that this class has been severely 
hit by the rise in prices and a certain degree of relief in their case is 
amply justified.” 47 It is surprising that while the relief was given in 

46. Constituent Assembly Debates 28 February 1949, page 982. 

47. Ibid, page 981. 



38 


FINANCIAL POLICY OF THE INDIAN UNION 


this direction, additional burdens far heavier should have been im¬ 
posed in the form of indirect taxation. 

These changes in direct taxation necessarily meant increased 
deficit. Resort to indirect taxation was inevitable. “At the pre¬ 
sent level of taxation,” stated Mathai, 48 “there is now no scope for 
raising additional revenue by an inrrease of direct taxes.” It may 
be noted how the emphasis in indirect taxation shifted from the 
ethical approach of Liaquat Ali and the dis-inflationary purpose 
of Shanmukham chetty to the revenue objective. The Finance 
Minister felt that the customs duties were already high and so no 
substantial increase in them was possible : “we shall have to 
depend largely on developing excise duties.” Some changes were, 
of course, introduced in customs duties also. Apart from the 
reduction of import duties on certain raw materials, the export 
duty on oils and oil seeds was withdrawn. This duty was levied 
in 1948-49 by Shanmukham Chetty on the ground of the wide 
disparity between internal and external prices and in the belief that 
the levy would not affect our export market. 41 ' “It is now 
clear,” said his successor hardly a year after the levy 50 “that its 
continuance hampers the maintenance of our exports, particularly 
to the dollar countries, where we have to meet most severe 
competition.” Contrast this with the earlier statement “I am 
satisfied that the imposition of this duty will not affect our export 
market.” This sudden change in policy does not appear to be the 
result of a change in circumstances which could not be anticipated, 
but should perhaps be ascribed to decisions based on inadequate 
enquiry and to anticipations not well founded. 

A small relief in import duties related to aviation spirit. To 
assist civil aviation and to foster development of flying clubs a 
rebate of 50 per cent in the import duty on spirit used by air com¬ 
panies was given. The total loss from relief in indirect taxation 
was Rs. 2*2 crores, bringing the total deficit to Rs. 20T4 crores. 

The way in which the deficit was to be covered is both strange 
and questionable. Fresh levies were practically confined to in¬ 
direct taxes. Some of these were related to business activity, some 
to the consumption expenditures of the rich but most of them 

48. Ibid, page 982. 

49. Supra, page 32. 

50. Constituent Assembly Debates , 28 February 1949, page 982. 
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were related to the consumption expenditures of the poor, though 
a few affected all the three groups. Thus, the existing surcharge 
on air carriage was abolished and all mail was to be transported 
by air ; and because of this the letter rate was raised by 30 per cent 
from one and a half to two annas on the first tola , while the 
increase in postcard rate was 50 per cent from half to three 
quarters of an anna. Broadly, the increase in letter rates would 
affect business and the richer section, while that in postcards may 
be considered as affecting the poorer sections of the community. 
While, thus, the former group was burdened 30 per cent, the latter 
had to bear an increase of 50 per cent so that there was a reversion 
to the war rates existing before July 1946. Another increase in the 
burden on the business community was the new export duty of 15 
per cent ad valorem on cigarettes, cigars and cheeroots. “I am 
satisfied,” said the Finance Minister, 51 “that this will not affect the 
export market for these goods.” To w’hat extent this confidence 
was justified and the duty was shifted cannot be determined and 
would necessarily depend unon the elasticity of demand in the 
export market and that of supply in the home market. Similarly 
’‘in the interests of the indigenous grower” i- e . in the inteicsts of 
business, the import duty on betel nuts was raised by 50 per cent 
from 5 to 7\ annas a pound. 

In addition to the postal charges the burden that related 
specially to the rich w r as confined to changes in customs duties. In 
November 1948, taxes had been imposed on some luxuries as a 
campaign against inflation. In 1949 such taxation w T as extended 
but the emphasis was now on surcharges and not permanent and 
principal taxes, which suggests that these burdens were intended as 
a stop-gap. Thus w r as levied a surcharge on liquor equivalent to 
the basic duty. The surcharge on fabrics containing silk, art-silk 
woolens, etc, w T as raised from 20 to 50 per cent and that on artifi¬ 
cial silk, yarn and thread, china, etc, was doubled. Further, the 
duty on stationery, glass, cutlery, cloth and watches was raised. A 
tax which must be considered to affect business as well as the rich 62 
was the import duty on motor spirit which was increased from 12 to 
15 annas a gallon and a corresponding increase in the excise duty 

51. Ibid, page 983. 

52. The present duties on motor vehicles and their requisties are largely 
in the nature of luxury taxes according to Motor Vehicle Taxation 
Enquiry Report , para 19.1. 
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on the same article and increase in the central excise on tyres for 
motor vehicles from 15 to 30 per cent ad valorem . In making 
these changes, particularly those relating to motor spirit, the 
Finance Minister said : “I have carefully considered the implications 
of this course on transport and am satisfied that it will not retard 
the development of transport or add materially to the cost of road 
transport.’ 1 This opinion may be compared with the findings of the 
Motor Vehicle Taxation Committee (1950). 53 According to the 
Committee the large increases in customs tariff appear to have 
been reflected in checking what might be considered as the normal 
growth of motor road transport in India. “The recently imposed 
tariffs are doing more harm than good. 1 ’ 54 This is another example 
of bad judgment on the part of the Finance Minister of the effects 
of his tax policy. 

More revealing of the government tax policy are the changes 
in indirect taxes affecting the poor. There was already a cotton 
excise duty of 25 per cent on superfine cloth as a measure against 
inflation. In 1949 this duty was increased by 61 per cent on fine 
cloth, and a levy of 3 pies per yard on coarse and medium mill 
made cloth was levied. The cotton excise duty levied by the British 
towards the end of the century was bitterly opposed as being 
against the interests of the indigenous industry and as exploiting 
the poorer sections, until it was abolished in the twenties. In fact, 
both economically and politically the tax was unwise and unfair. 
The Finance Minister in 1949 was fully aware of this history, and 
was apologetic on its reintroduction. “Circumstances today 
are,” he said 55 “different from those in which it was levied by a 
foreign government in the interests of a foreign industry.” Further, 
there was a need to make up the loss of revenue from the salt 
duty, “by developing some other equally stable source of revenue.” 
Cloth, with a large internal production and as an article of universal 
production was, according to him, the obvious choice. Moreover, 
he believed that the duty would not affect the indigenous industry 
as the price of imported cloth is high and duties also are high. He 
appealed to the Gandhian school by asserting that the tax was 
“likely to assist the handloom industry” and that the advantages 


53. Report paras 15.2 to 19.3. 

54. Ibid . Ch. IX, para 150.2. 

55. Constituent Assembly Debates . 28 February 1949, Vol. II, page 984. 
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enjoyed by this industry during the war were disappearing and the 
excise duty would, in some measure, help handlooms to retain the 
market. Finally, he concluded 56 that the incidence on the consumer, 
particularly on the middle and the lower middle classes using coarse 
and medium cloth, would be negligible. These arguments are not 
dissimilar to those advanced by the British Government decades 
ago. 


Another change in central excises was the slight adjustment in 
the duty on matches so as to rationalise the levy. A lower rate of 
duty was imposed upon factories producing less than 4 lakhs of 
boxes, which was expected to lead to partial standardisation and 
thus benefit the consumer without loss to the State. A modifica¬ 
tion was effected in the sugar excise also by increasing the duty 
from Rs. 3 to 3 : i a cwt. There was. further, an increase in the 
excise duty on tyres for motor vehicles from 15 to 30 per cent ad 
valorem and of the duty on motor spirit complementary to the 
rise in the import duties; these have been already referred to. 
The change in tax policy in 1949-50 can be placed in relief as 
below :— 


Direct Taxation 

Capital gains tax (abolished) 

Income-tax 

Super-tax 

Depreciation 

New Burden 

Net Relief 

Indirect Taxation 
Customs 

Surcharges 
Motor spirit 
Betel nuts 
Export duty on 
cigarettes etc. 

Central Excises 
Sugar excise 
Tyres 
Cotton 

Total taxation 
Total relief 

Net Burden 
Add postal rates 

Total Indirect burden 


Relief (Rs. crores) 

10 

3*0 

2'1 

Not known 
Total 61 

Nil 

6’i 


New Burden 

( Rs. Crores ) 

24 

2*6 

10 

06 

1-5 
0 7 
9-0 

ITS ITS (Rs. Crores) 

2 3 

15-5 " 

2-9 

18*4 


56. Ibid. 
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While a relief of Rs. 6*1 crores was being given in direct tax¬ 
ation, benefiting mostly the business community and the richer 
sections, the budget deficit went up from Rs. 14*79 crores to Rs. 20 
crores. “The present economic conditions in the country,” said 
the Finance Minister, 57 “make it an imperative necessity to balance 
the budget.” And this balance was effected by the addition of 
Rs. 20*6 crores to indirect tax burden, which affected mostly the 
poorer sections of the community. “In laying fresh burdens of 
taxation,” explained the Finance Minister, 58 “the house will accept 
my assurance that I have done my best to secure that they are 
equitable and that no section of the community is made to pay 
more than its bare share.” The validity of this assurance may be 
tested later with reference to the distribution of the burden of 
taxation. It is enough to note here the shift in the tax policy from 
direct to indirect taxation and from the richer to the poorer 
sections of the community. 

In giving effect to this shift the main objective was to revive 
business confidence. “We are in a position to balance our budget, 
without sacrificing any of our essential schemes of development. 
We have made much headway in the fight against inflation. The 
curve of production is slowly rising and \vc have plans in hand for 
increasing the food production of the country.” 59 The general 
optimism regarding the finances was justified, as is evident from the 
revised estimates and final accounts for the year. 

Balancing the Budget (1949-50) 

( Rs in crores) 



B.E. M 

R.E. 01 

Actuals 

Revenue 

323‘0 

332-3 

350‘3 

Expenditure 

322-5 

336-1 

3171 

Surplus or 
deficit 

+ 0-5 

-3-7 

+33-2 


The tax policy of 1950-51 went further. The Finance Minister 
summarised his policy in these words : ea “The present level of 


Ibid. 

Ibid. 

60. Budget Speech 1949-50, pnge 19. 

61. Whitt: Paper on the Budget 1950-51. 

62. Parliamentary Debates , February 23,* 1950, Col. 1016. 
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taxation in the country is uneconomic in the sense that the economy 
of the country cannot bear it—I am perfectly clear in my own mind 
that the effect of the present level of taxation is not disinflationary, 
but postively inflationary, because if you take the line that the 
solution to the problem of inflation is production, then a very high 
level of taxation which reduces the margin of saving and the 
amount available for investment is a potential inflationary force.” 
The Finance Minister admitted that tax adjustments should have 
been made on the basis of a more fundamental revision of the tax 
structure, but the adjustments, he held, were of a temporary 
character. A point to be noted is that, while in the previous year 
it was claimed that some headway had been made in the fight 
against inflation, in 1950-51 the level of taxation was considered 
positively inflationary and, therefore, a* series of concessions were 
regarded as essential. 

The concessions given in pursuit of this tax policy were natural¬ 
ly very largely in favour of business and the richer sections Thus, 
the reduction made a few weeks earlier in the cotton excise duty 
was continued ; this reduction had been in superfine and fine cloths, 
in regard to which the tax was reduced from 25 to 20 per cent and 
6J to 5 per cent ad valorem respectively, and the consumers bene¬ 
fited by it were therefore obviously the wealthier sections. A 
further* concession in indirect taxation was in posts, telegraph 
and telephone charges. Local rates for letters were reduced from 
2 annas to 1 anna for the first tola and from 9 pies to 6 pies for a 
card. Of course, these rates were applicable to all areas, but it is 
again obvious that the real benefit would have accrued primarily 
to urban areas and to the business community, since neither in the 
villages nor among the poor in the towns were local letters of any 
great importance. There was similarly a reduction in telegraphic 
charges, the basic minimum being reduced from 9 to 8 annas for 
ordinary telegrams and from Rs. 1-2-0 to Re. 1-0-0 for express ones. 
Likewise, the maximum of trunk telephone charges was reduced 
by 25 per cent. 

Of much greater significance were the changes made in direct 
taxation. The business profits tax introduced, in the redistributive 
budget of 1947-48 and modified in 1948-49, was abolished. Many 
reasons were adduced for taking this step. Firstly, the tax was, 
considered as having been introduced as a temporary measure 
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Secondly, “with the present greatly reduced level of profits, this 
tax is bearing hardly upon industrial concerns/ 1 Thirdly, “it bears 
more directly upon equity capital which bears the risk rather than 
the fixed interest bearing capital/ 1 Finally, “the receipts from this 
tax had been steadily falling/’ 03 

Reductions in income tax were also made. The maximum rate 
was lowered from 5 annas to 4 annas and the rate on the bracket 
Rs. 10,000 to 15,000 was reduced from 3J annas to 3 annas. “As 
regards the slabs below this/’ explained the Finance Minister, 64 “last 
year I made some changes, the result of which in • conjunction with 
the relief on earned income applicable to income-tax slabs below 
Rs. 10.000 today bear a percentage rate which is lower than the 
rates in force in 1939-40.” Another concession was raising the 
exemption limit for undivided families to Rs. 6,000 as against Rs. 
5,000 in 1949-50 and Rs. 3,000 in the previous years. The net result 
of these concessions was that the total burden of the corporation 
and income taxes was reduced from 7 to 6J annas. 

No less important was the reduction in the super tax. The dis¬ 
tinction between the earned and the unearned incomes for super 
tax was abolished because, according to the Finance Minister, such 
a distinction was not recognised in any other country and because 
the administrative difficulties had been enormous. The maximum 
super tax was thus reduced from 9 annas on earned and 10 annas 
on unearned incomes to 8£ annas on incomes above Rs. li lakhs. 
With these concessions, the maximum rate of personal taxation 
under the 1950-51 proposals amounted to 124 annas in the rupee or 
78 per cent of the income. 

To these tax modifications must be added the change in the 
Dividend Limitation Act. The Act which was originally intended 
to extend until December 1950 was curtailed in its operation to 
April 1950 ; the Finance Minister felt that it had practically 
become inoperative as the general level of profits had fallen, that 
the effect of such limitation as an anti-inflationary measure had 
been negligible, and also that dividend limitation had a dispropor¬ 
tionately depressing effect on the investment market. These con¬ 
cessions were practically wholly in pursuance of the incentive 


63. Ibid. 

64. Ibid . 
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budget policy and in the interests of business and the richer classes, 
as shown below :— 

1950-51 


Direct Taxation 


(Rs. crores) 

Reliefs 

Gross 

Neit. 

1. Business Profits Tax 

8’0 

4*4 

2. Income Tax on companies 

10*6 

5*3 

3. „ on individuals 

(Rs. 10,000-15,000) 

10 

TO 

4. „ „ (Rs. 15,000 and over) 

65 

65 

5. „ „ undivided Hindu 

Family 

01 

01 

Total Relief 

2619 

171 

New Burden. Abolition of the 
distinction between earned and 
unearned incomes for super tax 

purposes etc. 

2‘3 

23 

150 

Indirect Taxation 

Reliefs 

Post 

02 


Telegraph 

0T 


Telephones 

01 _ 


New Burden 

Nil 

U‘4 

Total Relief :— 


15 iL 

(i) In favour of business 


143 

(ii) In favour of middle classes 


11 


As the relief in favour of the middle classes may be taken to 
stimulate small savings, the total incentive taxation in 1950-51 was 
Rs. 15'4 crores. 

The following table summarises the taxation changes between 
1947 and 1951 (Rs. crores) 


1947 

1948 

1949 

1950 

Total 

Direct Taxation 





Relief 

New Burden 

17 

61 

14*9 

227 

Net relief 

17 

6*1 

14*9 

227 


Indirect Taxation 



1947 

1948 

1949 

1950 

Total 

Relief 

... 

4'8 

2*3 

0-4 

7‘5 

New Burden 

17 

14-4 

18-3 

... 

34*4 

Net Burden 

17 

'10 6 

160 

0 4 

26 9 
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Broadly speaking, it is clear that the problem of social justice 
confromting the country did not influence the course of taxation in 
this period- It was the short period problem of inflation and the 
long term one of development that were uppermost in 
the minds of the Finance Ministers ; of even these, the latter was 
somewhat in the background, partly because of the growing menace 
of inflation and partly because there was no definite and precise 
scheme of economic development. The shift in emphasis in tax 
policy towards stimulating production was more inspired by the 
objective of disinflation than by any attempt at planned develop¬ 
ment. 

Countering inflation was thus the primary tax objective, and 
the changes in taxes were therefore with a view ro cither reducing 
the demand for or increasing the supply of goods. In the first two 
budgets—1947 and 1948—less emphasis was placed on the supply 
aspect. The purchasing power in the community was attempted to 
be reduced by consumption taxation and through the consequent 
increase in prices and curtailment of effective demand. Theoreti¬ 
cally. this step was sound, but the result was not as expected. As 
the trend of the general price and cost of living indices since 1947 
indicates, there was an accentuation of inflationary pressures, and 
prices shot up because of ineffective control over demand and 
because of rising costs consequent on rising prices. Reducing 
demand by increasing consumption taxes could be effective only if 
the spendable income in the community was more or less constant. 
But in India, dis-saving and to some extent also greater borrowing 
tended to increase the volume of money income. Further, the 
psychological reaction to the anticipated increase of prices and 
panicky demand must have neutralised the operational value of the 
tax instrument. Apart from the social justice aspect of increasing 
indirect taxes in a poor country, such dis-inflationary taxation can 
help only when coordinated with measures to increase the volume 
of saving and to restrict credit. As pointed out later, neither of 
these had been planned and successfully administered. 

The failure of taxation in this direction led the government in 
later years towards incentive taxation. This is evident from the 
relative importance of relief measures in direct taxation in the 
latter half of this period. But even in this direction the efforts 
were not successful, as the industrial production and activity in- 
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dices show. It is, of course, true that there is an appreciable time 
lag between the incentive offered and the increase in output. All 
the same, the response was not encouraging. By and large, there¬ 
fore, tax policy up to 1951 neither reduced nor held the onslaught 
of inflation. 

Let us now turn to the last three years, 1951-54. A new 
Finance Minister had meanwhile come in, and the economic 
situation had also changed, for the worse, as a result of the Korean 
war and calamities at home, such as flood, drought and earthquake- 
A further shift in emphasis followed; while the policy of 1950 
was to give tax reliefs in order to stimulate saving and investment 
the budget of 1951 decided to increase taxes to combat inflation as 
well as to raise resources for the Five Year Plan, the first draft of 
which was then in the process of preparation. 

In the 1951 budget, both the direct and indirect taxes were 
increased. The corporation tax was raised from 21 to 2:1 annas and 
a surcharge of 5 per cent was levied on income and super taxes. But 
as these were expected to yield only a little over Rs. 8 crores, a 
general increase was also made in indirect taxes. A surcharge of 5 
per cent was levied on all items of the import tariff which were not 
subject to the GATT Agreement. The surcharge on ale, beer and 
spirits was raised from 120 to 150 per cent. The import duty on 
mineral oil was increased, as also was the export duty on groundnut, 
coarse and medium cloth and black pepper. The excise duties on 
motor spirit and kerosene were raised by 5 per cent. It was 
tobacco that brought in the largest addition to revenue; in the 
process of “rationalisation of tobacco excises” the minimum increase 
was effected in taxing cigarettes but a substantial increase was 
made in regard to snuff, bidis, Gb [and other low grade articles. 
While the changes in direct taxation were to yield an additional 
Rs. 8*25 crores, those in indirect taxation were expected to 
contribute Rs. 21*9 crores, tobacco alone accounting for Rs. 13 
crores. 

The definite trend in tax policy was to turn to the middle and 
poorer classes. “I know”, observed the Finance Minister’ 66 “that 
there will be some criticism that the entire burden next year has 

65. These are home made and consumed largely by the poor sections 

66. Budget Speech, 1951-52, para 72. 
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been thrown on the tax-payer and that in distributing this burden 
the direct tax-payer has been let off more lightly than the indirect 
tax-payer.” The explanation offered was that, in a poor country, 
the scope of direct taxation was limited and that “a fair amount of 
the burden has necessarily to be laid on the community by means 
of indirect taxes.” As there were only 6 to 7 lakhs of income tax 
assessees, enhancement of indirect taxes was not. inequitable, and 
the latter was largely on ‘either luxury or near luxury items.” 

One question which the policy embodied in the 1951 budget 
gave rise to was whether taxation was a better means than 
borrowing for combating inflation ? In some ways this question 
was purely academic. As the response to public loans had been 
poor, the Finance Minister had no choice. And if one is to judge 
by results, whatever the other contributing factors, it is obvious 
that inflationary forces were checked, at least for the time being. 



Wholesale prices 0 ' 7 

(1939 = 100) 


Quarter 

1950-51 

1951-52 

1952-53 

I 

393-4 

456'9 

373*3 

II 

409-0 

4399 

382*7 

III 

411-6 

4356 

381-2 

IV 

425*4 

407-9 

381-4 


The Finance Minister was able to claim that “the 'increase was 
halted at this stage (April 1951), prices remained steady during 
the following two montns,” and that thereafter they went down. 
This was helped by the windfall surplus of Rs. 92'6 crores on 
revenue account, due to an unforeseen increase in receipts from 
customs duties, which is to be compared with the Rs. 261 crores 
originally budgeted for. 

What probably accounted largely for the reversal of the 
price trend was the new monetary policy of November 1951. At 
the commencement of the 1951-52 busy season there was, in the 
money market, an indication of a sizable expansion of bank credit. 
With a view to control undue expansion, the Bank rate was raised 
from 3 to 3J per cent, and at the same time, the open market 
policy was also revised. The rise in the Bank rate and the with¬ 
drawal of the Reserve Bank’s partial support to government 


67. Report on Currency and Finance 1952-53 (Reserve Bank of India). 
Statement 7. 
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securities resulted in a steep fall in prices of securities and in an all¬ 
round adjustment in yields. 

What certainly was a welcome step in financial policy wasi 
the attempt to coordinate the monetary and budgetary policies. 
Two of the factors responsible were probably the experience of the 
earlier years and an ex-Governor of the Reserve Bank holding the 
finance portfolio in the Government. 

This turn of events, and more particularly "the emergence of 
a realistic and coordinated plan of development” convincing the 
people that the Government could tackle the problem of develop¬ 
ment properly, led to the continuation of the 1951 tax policy. 
Although the overall deficit increased, no change in taxation 
was contemplated in 1952. It was the year for consolidating 
the tax policy of 1951. Attention was turned to economy m 
expenditure so as to raise concurrently all the money needed. 

The continuation of one policy for two years and its coordina¬ 
tion with the new monetary policy, as well as changes within the 
country and outside, led to improved economic conditions. The 
Five Year Plan had also come to stay, and the budget of 1953-54 was 
prepared against the background of the plan. A Commission to 
enquire into the tax structure was appointed, but pending its report, 
the budget of 1953-54 confined itself to “readjustments in taxation 
father than exploring avenues for additional taxation.” 68 In other 
words, the tax policy of 1951 was still being consolidated, though 
slight changes were effected. 

These changes were of two kinds. Firstly, they were in the 
nature of reliefs to assist retention of world markets ; thus export 
duty on jute was reduced. As a relief to the tax administration, 
personal income tax exemptions were also raised. The second 
type of change was designed to make up for the consequent loss 
in revenue ; thus import duties on semi-luxuries, such as toilet 
requisities, assembled cars, and betel nuts, were raised. The 
Union excise duty on textiles was changed from the ad valorem to 
a specific basis because the former led to loss of revenue and to 
administrative complications. Postal rates were also raised. 

Some modifications were introduced in income tax law. The 
1948 provision to stimulate private assistance to charitable purposes 

68. Budget Specch t 1953-54 Parliamentary Debates , February 27, 1953. Vol. I 
No. 13, Col. 1155, 
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extended to all institutions run by a trust or local body, but as this 
provision gave scope for evasion, the extent of charity was re¬ 
duced to Rs. 1 lakh or 5 per cent of profits. To encourage invest¬ 
ments in new undertakings in selected industries, dividends from 
such investments were exempted from the corporation tax, while 
to attract foreign investments, the discrimination against companies 
acting through p^bsidiaries was to be gradually reduced. 

Looking bawk on the period 1947-48 to 1953-54 some broad 
features in India’s tax policy stand out. The period 1947-51, is 
clearly distinguishable from the period 1951-54, both in policy and in 
results. The first four years were marked by the complete lack of 
a single policy. Even the objectives of taxation policy were hazy. 
This can be explained by the unsettled conditions of the times, the 
varied problems that beset the economy and, possibly also mis- 
judgment of the magnitude and duration of the problems and of 
the country’s ability to meet them. Just as in war one bad general 
is better than two good ones, so in India’s tax policy, even a second 
rate policy consistently pursued may have yielded better results. 
The limitations of policy in this period were remedied to a large 
extent over the period 1951-54. The Finance Minister pursued a 
single though not spectacular policy, and the results have been 
encouraging. He has, no doubt, been aided by internal and 
international conditions getting gradually stabilised. The risks taken 
earlier—devaluation of the rupee, raising of the bank rate, relaxa¬ 
tion of controls, etc. have also paid dividends, and external aid has 
been generous. Yet, the main factor for the success appears to have 
been the pursuit of one policy and its co-ordination, even if to a 
limited extent, with monetary policy. 

Serious misgivings, however, arise in regard to certain aspects 
of the policy that has come to be adopted : firstly the 
increasing emphasis on the indirect taxation of the middle and 
poorer classes and secondly, the growing faith in deficit financing. 
The equity of the former is not beyond question, and it also neglects 
the labour incentive aspect of development. Deficit financing in 
1951-53 was only of the order of Rs. 82 crores and the Finance 
Minister observed that (:9 “taking all the circumstances into account 
we are not taking any undue risk”, but if deficit financing on that 

69. Budget Speech 1953-1954 para 38, Parliamentary Debates , op. Cit. Col. 1153. 
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scale or on a large scale leads to a general rise in prices it will 
clearly impose further burdens on the poorer classes. 

Taxation policy in an inflationary situation has to be judged 
in the last analysis by its effectiveness in restraining inflation 
without impeding the growth of production. This would depend 
very considerably on the extent to which the borrowing and 
expenditure programme of the government fit into the framework 
and on whether fisial policy taken as a whole is supported by the 
credit policy followed by the banking system. Also the effective¬ 
ness of a tax policy depends on the way in which the tax increases 
or decreases are introduced ; it is important as far as possible, to 
introduce them all together instead of picce-meal and in uncertain 
stages. These conditions were either not satisfied or satisfied only 
partially in the period following 1947, and to that extent the taxa¬ 
tion policy was also less effective than it might have been. 

In framing tax policy for combating inflation, reliance has 
been placed in India mainly on a steady increase in the indirect 
tax burden and decrease in direct taxation. The correctness of this 
policy is not beyond question since the effect on consumption 
outlay and saving would in each case be determined largely by the 
propensities to consume and by the asset holdings avilable for 
liquidation, in regard to both of which very little is known to 
form an adequate basis for policy formulation. Incentive’ taxation 
has also been so far looked at in India primarily from the point 
of view of the saver and the investor. The workers’ place in 
production and, therefore, in incentive taxation has been neg¬ 
lected. Consumption taxes and rising prices, on the one hand, 
and lack of tax incentives to the worker, on the other, can lead to 
lower production. Even in regard to saving and investment, 
incentive taxation can take two forms. It may take the shape of 
general tax reductions on incomes above a certain level, or it may be 
given as concessions attached to specific types of income use, 
such as, provision for depreciation and expenditure connected 
with rationalisation, modernisation, research, etc. The experience 
of Britain and the United States in the post-war years suggests 
that a high level of direct taxation is compatible with incentives 
for investment if concessions of the latter type arc liberally 
provided. Since 1949, more attention has been paid in India to 
this type of tax incentive, but not perhaps sufficiently. 
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What Indian tax policy has lacked is integration and coordi¬ 
nation. Integration has to be within the tax system and means 
primarily that there has to be a proper balance among the various 
tax categories such as direct and indirect taxes, producers* and 
consumers’ taxes, business and personal taxes, and property and 
income taxes ; also, it is implied that the taxes taken as a whole 
form a rational and not too complicated pattern. Further, inte¬ 
gration implies cohesion in the structure of each individual tax 
e.g. in definition of income, exemptions, allowances, rates, appeals 
etc. in the income tax structure and in grouping and choice of 
commodities, rates of taxation etc., in customs duties and excises. 
In India each change in the tax structure has too often been 
treated independently without sufficient attention to these other 
considerations. As mentioned earlier, there has also been very 
little co-ordination until recently. Co-ordination consists in 
harmonising tax policy with other related ceonomic policies ; lin¬ 
king up fiscal policy with credit policy is only a first step, since 
the two have to be in turn linked up with the policy regarding 
over-all investment and national income (for which construction 
of social accounts is necessary), as well as with the wider social 
objectives ying outside the strictly economic sphere. 
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DEBT POLICY 

Public borrowing was resorted to immediately after Independ¬ 
ence in an attempt to meet the two problems of inflation and 
economic development. It was realised that, as a disinflationary 
measure, surplus funds with the public had to be drawn away to 
reduce the demand for commodities. At the same time, increased 
investment was necessary in order to augment the supply of 
available goods as an anti-inflationary measure. As incentives to 
private investment were not sufficient to divert the available 
resources into the right channels, the government could accelerate 
the process by itself borrowing and investing the funds where 
required. There was also the long-term problem of development, 
which required more resources for investment ; this also, therefore, 
induced the government to turn to the capital market- In 
analysing and assessing the debt policy since 1947, it would be 
useful to trace why a national government failed where an alien 
administration had succeeded earlier. 

Since the War, frequent shifts in objectives and in methods 
have been as marked in public borrowing as in the policy relating to 
taxation and expenditure. Prior to 1944, financing the war was the 
main aim of borrowing, but as inflation raised its head, a second 
objective came to be emphasised more prominently, namely, 
curbing of inflation. “The aim of our borrowing,” proclaimed 
Jeremy Raisman, 1 ‘‘is not merely to meet our budgetary deficit but 
also to bridge the inflationary gap.” The purchasing power 
injected through the huge war expenditure had to be reabsorbed, 
specially because it created no corresponding increase in goods. 
“What matters from the point of view of prevail ng inflation is 
that the absorption of purchasing power should be adequate to 
the total government outlay hence, “the supreme importance, 

1. Legislative Assembly Debates 28 February 1944, Vol. II, No. 1, p. 711. 

( 53 ) 
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for the maintenance of our own economic health, of more and more 
borrowing.” 

Victory came nearer in 1945 but inflation, still largely in a 
suppressed form continued. So the anti-inflationary purpose of 
borrowing grew in importance in the 1945-46 budget. “The 
problem of the inflationary gap,” warned the Finance Minister, 2 
“is still with us and, judging from recent indications, may call for 
increased vigilance and control.” 

When the war was over in 1946, pnblic borrowing was viewed 
by Archibald Rowlands as an instrument to be used for the 
transition to peace. Presenting his budget for 1946-47, Rowlands 
said that 3 “the problem in its broadest aspects has...two facets, 
first, of securing stability in the immediate future by keeping in 
check an inflationary potential that undoubtedly exists, and, 
secondly, of preventing any material decline in business and 
economic activity as a result of the cessation of war time expendi¬ 
ture.” Implicit in this was a further shift in objectives ; the need to 
check inflation was still there but, over and above a second objective 
was coming into prominence—of offsetting reductions in private 
investment expenditure following the disappearance of war 
demand—which may be termed as ‘compensatory’ debt policy. 

At this stage entered also the long term objective—the re¬ 
direction of savings into developmental channels. This was to be 
as part of the economic planning that was then under considera¬ 
tion- Sir Archibald clarified the position thus. 4 “Impressive as 
this total (of loans) is... there is no room for complacency when 
we regard the development expenditure in prospect. It is true 
that it has been possible to float the loans required for the 
prosecution of the war cheaply, but it is necessary at the same 
time that funds required for India’s development should be obtain¬ 
ed at equally and even more favourable rates. If large 
developmental expenditure is to be undertaken, whether from the 
public fisc or from the private sector, one of the pre-requisites will 
be the ability to borrow what is needed at cheap rates of interest. 
On the other hand, the capacity of the country to lend to the 
state will depend to an appreciable extent, at any rate in the 

2. Ibid. 28 February 1945, Vol. II, No. 1, p. 871. 

3. Ibid. 28 February 1946, Vol. Ill, No. 1, p. 1723, 

4. Ibid. p. 1724. 
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years immediately ahead, on the volume of expenditure of the 
Government of the day, coupled with other recognised important 
factors such as taxation policy, the retention of selected controls 
and the public’s liquidity preference. Borrowing and spending 
must, therefore, go hand in hand/’ 

Thus, during Rowlands' stewardship there were two short 
period objectives and one long term objective, as well as the 
enunciation of a very significiant principle of public borrowing, 
viz. the dovetailing of public debt and expenditure policies. He 
also suggested the possibility and need of resorting to short term 
loans to find developmental funds 5 More will be said of this 
later. 

One striking feature of the war years was the success of 
government loan policy, in spite of a number of drawbacks the 
government suffered from. To start with, the loans were floated 
by an unrepresentative foreign government facing strong political 
opposition. Secondly, the loans were for unpopular and unpro¬ 
ductive war purposes. Thirdly, the rate of interest offered was 
not very high. Finally, no special appeal to sentiment was made 
or was possible. However, in spite of all these handicaps, the 
response of the market to government flotations was very good ; 
between 1939 and 1946 nearly Rs. 1200 crores were raised. 

The success of borrowing is largely traceable to the means 
employed. Sustained propaganda and special efforts were made 
throughout the country. “No effort has been spared,” said Raisman 
in 1945 6 “to stimulate lending to government by the various 
sections of the public.” Persuasion, and not official pressure to 
save and invest, was the main plank of policy which, incidentally, 
stands in contrast to the compulsory savings scheme introduced 
amongst government officals after Independence. The govern¬ 
ment’s efforts were also aided, particularly towards the end of the 
war, by the encouraging war developments which were undoubted¬ 
ly an important and favourable psychological factor. Further, 
the borrowing programme was so organised as to make available 
to the public a wide variety of securities and to meet every 
variety of demand—institutional investors, urban public, and 


5. Legislative Assembly Debates , 28 February 1946, Vol. Ill, No. 1, p, 1724. 

6. Ibid. 28 February 1945, Vol. II, No. 1, p. 870, 
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indigenous credit agencies in rural areas. Special attention was 
paid to the small savings movement so as to draw money from 
the poorer sections. Thus, the interest on Post Office Savings 
Bank deposits was raised ; a National Savings Commissioner to 
direct and control the small savings movement was appointed ; 
and a scheme was evolved to provide for the employment of 
authorised agents on a commission basis whose function was to 
collect money for investment from villagers, purchase certificates 
on their behalf, and deliver them in the villages. In all these 
efforts the government secured the willing cooperation of provin¬ 
cial governments and non-official organizations. Between 1942 
and 1946 every succeeding year marked a better response than 
the preceding one. Jeremy Raisman attributed the success in 
large measure to the scheme of small savings evolved by the 
National Savings Commissioner. 7 “With the object of turning 
the savings movement, from a war-time measure to combat in¬ 
flation, to a peace-time organization" which can serve a great social 
end, the small savings scheme said Archibald Rowlands in 1946 
“has been reoriented with the primary purpose of encouraging 
consistent savings among the less well-to-do sections of the 
community. 11 

The trend in public borrowing during the War may be con¬ 
trasted with that in the succeeding years. Archibald Rowlands 
made way, in August 1946, for the first Indian Finance Member, 
John Mathai. The Interim Government was of course replaced 
by a Coalition in October of the same year and Liaquat Ali replaced 
Mathai. From now on, whatever the causes, the story of public 
borrowing took a different turn. 

The purpose of public borrowing before the Partition was large¬ 
ly anti-flationary. “The need to counter inflationary trends must 
be kept in view in regulating our public borrowing," announced 
Liaquat Ali. 8 Admitting the need for a cautious borrowing 
policy in an economically backward country, the Finance Minister 
applied himself first to “consolidating and stabilising the position 
so far gained." Two objectives were announced—first economic 
development and second, disinflation. Although the objective 
of economic development had been disturbed by recent events, 


7. Ibid. p. 871. 

8. Ibid. 28 February 1947, Vol. II. No. 8. p. 1325. 
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inflation was still considered only of secondary importance. 
Broadly speaking, the borrowing policy in 1947 was therefore 
directed more to channelling savings into desired lines of invest¬ 
ment than to bring about disinflation and this was more prominent¬ 
ly so in 1947 than either in the succeeding or the preceding years. 
“If the standard of living of our people,” appealed Shanmukham 
Chetty, 9 “is to be substantially raised by undertaking large 
schemes of development, both the rich and the middle classes 
should come forward to place their savings at the disposal of the 
Government.” At the same time, he also explained that until 
the inflationary gap in the supply of goods was filled, “the com¬ 
munity must conserve its purchasing power by lending it to 
government.” 

The policy was influenced by the government’s lack of 
knowledge of the reaction of the money market as well as by its 
great confidence in its own credit-worthiness. “Our debt posi¬ 
tion,” said the Finance Minister 10 “is also intrinsically sound, and 
for a country of its size, India carries only a relatively small 
burden of unproductive debt.” The picture, proudly presented 
in free India’s first budget was that the external debt was negli¬ 
gible, that internally the productive debt was predominant and 
that, on the assets side, large amounts were available in sterling. 


Thus, the balance sheet was :— 

Total debt 

Rs. 

2531 crores 

External debt 

Rs. 

36 

Dead weight 

Rs. 

864 

Productive 

Rs. 

1600 „ 

Sterling assets 

Rs. 

1545 „ 


In presenting this budget in November 1947, the Finance 
Minister outlined his approach thus : u “Our borrowing pragramme 
will be such as will enable us to obtain the funds required by 
government as cheaply as possible without in any way affecting 
the flow of investments into industry.” The government was 
aware that there w*as no criterion to judge the propriety of the 
rates it had to pay, but it was confident of making its cheap 
money policy a success not only in the market but also in the 

9. Jbid p. 755. 

10. Ibid . p 759. 

11. Ibid. p. 755. 
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small savings movement which had, for its primary purpose, the 
encouragement of savings among the middle classes. 

It was soon found, however that it was not possible to 
borrow from the market the substantial amount originally 
planned. 12 The failure was ascribed to the uncertain political 
conditions in the earlier months of 1947-43, the partition of the 
country, and the subsequent disturbances. In 1948-49, in addition 
to the other requirements, three loans fell due for repayment 
—interest free bonds of about Rs. 5 crores, the 2i per cent 
loan of 1948-52, and the 4 per cent loan of 1948-53. It was there¬ 
fore programmed 13 to borrow in 1943-49 Rs 150 crores from the 
market and a net amount of Rs. 31.25 crores from small savings. 
Although the disinflationary motive was growing in import¬ 
ance and the appeal for public cooperation to lend more fre¬ 
quent and intense, the crack in government’s confidence in its 
own ability to raise the required funds was appearing. The 
Finance Minister had to stress that "our financial position was 
intrinsically sound" and that the debt position of the country 
was a sure index of her financial strength. The position of 
public debt in 1948-49 was as below : 14 

Debt. Total Interest bearing obligations. 

End of 1947-48 

Rs. 1795 crores Rs. 2182 crores 

„ „ 1948-49 

Rs. 65 crores — 

Rs. 1851 Rs. 2231 

crores crores 

The interest-yielding assets were railways, post and tele¬ 
graphs, loans to Provinces, States and to Burma, and estimated 
dues from Pakistan ; these amounted to Rs. 1361 crores in 1947-48 
and Rs. 1237 crores in 1948-49. Cash and other investments of 
the government amounted to Rs 246 crores in 1947-48 and Rs. 
130 crores in 1948-49. Obligations not covered by interest- 
yielding assets were, in 1947-48, Rs 775 crores and, in 1948-49, 
Rs 864 crores. This amount of dead-weight debt of Rs 864 crores 


12. Constituent Assembly Debates , 28 February 1948, Vol. II, No. 9, p. 1340. 

13. Ibid 

14. Ibid p. 1347-48. 
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was ‘'indeed very small when compared to the resources of the 
country and our national income.” 15 The Finance Minister pointed 
out further 10 that “the burden of debt was not to be judged 
merely by the size of the unproductive borrowing For, was 
not the debt of Rs. 2231 crores less than half of the national 
income amounting to Rs 4500 crores? 17 The interest charges in 
relation to revenue were also considered to be in a very satisfac¬ 
tory position. 18 


Total interest charges 
Less yield from commercial 
departments. 

Net interest charges 
Due from Pakistan 

Central revenues 
Percentage of interest to 
revenue. 


Rs. 61.82 crores 

.25.66 

.. 36.16 

. 9.0 

Net „ 27.16 
„ 256.0 

10.5 


“We could carry,” claimed Shanmukham Chetty, 19 “even a 
larger volume of debt, and there is still a large source available 
here for financing the development of the country.” It is inter¬ 
esting to observe how the developmental purpose of borrowing 
still dominated the anti-inflationary objective, and how the 
government was optimistic about the success of its borrowing 
programme. 

By 1949-50, each one of these features of the loan policy 
underwent a change. The response to government loans was 
unsatisfactory, investments in industry had been falling off. 
and the state of the capital market was becoming a matter of 
concern to government. Not only was the investment market 
stagnant, but there was little flow of money either to govern¬ 
ment or to private industries. This stagnation was explained as 
“due in large measure to the prevailing uncertainty prospects.” 

Another cause of anxiety to the government was the posi- 


15 Ibid. 

16. Ibid. 

17 Compare this with the position of U. S. A. and U. K. where the propor¬ 
tion was lj and 3 time'* respectively. 

18. Ibid. p. 1348. 

19 Ibid. 
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tion of the sterling balances, which showed a steady but al¬ 
arming diminution from various causes. Thus, from the peak 
position of Rs 1733 crores in 1945-46 they fell to Rs. 1612 crores 
in the next year, and to Rs. 1554 crores in 1947-48, largely because 
of imports of food and other goods to satisfy the pent-up demand. 
In the course of ten months in 1948-49, the assets were reduced 
by Rs 556 crores due to payments towards annuities of sterling 
pensions and for war installations and stores, payment to Pakis¬ 
tan of her share of the sterling balances, and the adverse 
balance of payments on capital and current account. In other 
words, while on the one hand the government’s credit in the 
internal capital market was not very high, on the other, its 
external assets were dwindling. 

Conditions did not improve in the money market in 1950-51. 
The continued stagnation 20 was taken to indicate that capital 
was on strike. The Finance Minister as a “detached student” 
explained that there was no foundation for this allegation. “The 
position in the investment market can be fully and intelligently 
explained with reference to such factors as increased costs, reduced 
margin of profits and unstable economic and psychological con¬ 
ditions which if they had prevailed in any other country would 
have resulted in the same situation in the investment market.” 21 
It was true that in the first half of 1949 the short term money 
market was unsatisfactory, but after July the position had 
improved. In the long term market there had been a continuous 
fall in industrial investment from August 1946 to July 1949, “but”, 
contended the Finance Minister 28 “confidence had revived since 
the middle of 1949”. Although the government hesitated to avow 
openly the failure of its borrowing policy and the loss of its credit 
in the money market, still it tacitly admitted 23 the position by 
suggesting that a large degree of security was needed to encourage 

20. Constituent Assembly Debates , 28 Feb. 1950, Vol. II, No. 4, p, 1007. 

21. Ibid . 

22. Ibid . 

23. Ibid . 

While it was true that the money market conditions were not all that 
the Government desired, they were certainly not as bad as the Finance 
Minister made out. Private investment between 1946 and 1951 was 
estimated to be of the order of Rs. 450 crores i. e. an average of Rs. 80 
crores a year, though not all of it flowed from the market. One wonders 
how this could have been possible if the capital market stagnation was 
of the nature and order claimed. 
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saving and investment because income having been distributed 
more widely, the margin of savings was smaller than was the case 
before. It also recognized the need to attract foreign capital, not 
as interest-bearing bonds but on the basis of joint participation 
on strict business considerations, and to provide consequently 
reasonable conditions of security and fair treatment. 

We have seen how successful borrowing was under the British 
Government. The success since 1946 is shown below. 21 

Table IV Internal borrowings 

Proposed. Realised. 



Market loans. 

Small savings. 

Market loans. 

Small savings. 


Rs. Crores 

Rs Crc 

Rs. Crores 

Rs. Crores 

1946-47. 

270 


112 

6234 

1947-48. 

150 

45 45 



1948-49. 

150 

31 25 

55 04 

33 34 

1949-50. 

85 

37 56 

40** 

26-00 

1950-51. 

75 

28 00 

46 

31 00 

1951-52. 

100 

43 00 

50 

40* 

1952- 53. 

1953- 54. 

25 

110 

44* 

No flotation 

36 3* 


24. The figures are from the Budget Speeches of the Finance Minister. The 
amounts as given by the National Savings Commissioner’s Olfice and for 
small savings are (in lakhs of Rs.) : 



X 

XX 

xxx 

xxxx 



N.S.C. 

T.S.D. 

P.O.S.B. 

P.O.C.S. 

Total 

1943-44 

865 

— 

1558 

149 

2572 

44-45 

1939 

— 

2055 

55 

4049 

45-46 

2286 

— 

3679 

245 

6210 

46-47 

1913 

— 

2774 

25 

4662 

47-48 

1363 

— 

663 

534 

1992 

48-49 

1585 

— 

1887 

478 

2904 

49-50 

1543 

— 

1479 

416 

2906 

50-51 

1725 

530 

1610 

534 

3331 

51-52 

1765 

1705 

1295 

575 

4190 

52-53 

1837 

728 

1842 

354 

3953 


x N.S.C.—National Savings Certificates, 
xx T.S.D.—Treasury Savings Deposits, 
xxx P O.S.B.—Post Office Saving5 Bank. 

xxxx P.O.C S.—Post Office Cash Certificates, Defence Savings Certificates 
and Defence Savings Bonds. This includes interest also. 

Data supplied by the National Savings Commissioner on personal request. 

** For details Vide Parliamentary Debates , 28 February 1951, Vol. VIII, 
No. 18, p. 3753. The sum included conversions amounting to Rs. 22 75 
crores, cash subscriptions being Rs. 7* crores. 

* Report on Currency and Finance, 1952-53 para. 74. According to the Deputy 
Minister of Finance the net collections in 1952-53 amounted to Rs. 40T 
crores. (Statement in Council of States, May 4,1954.) 
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The figures show persistent shortfalls, which unfortunately 
coincided with the transference of power to India. In 1946-47, 
when less than half of the anticipated loan was subscribed and the 
Finance Minister’s refrain "unable to reach the target" started, an 
important cause of the failure was the great conversion operation 
carried on. The 3} per cent non-terminable loan had been con¬ 
verted into a 3 per cent undated issue redeemable at the option of 
government after forty years and another 2i per cent issue redeem¬ 
able in 1976. The conversion—"the greatest conversion operation 
undertaken so far" 25 was rightly regarded as an outstanding 
success because out of the balance of Rs. 273 crores, over Rs. 260 
were converted mostly in 3 per cent undated bonds, thus saving an 
interest of about Rs. 1*3 crores. 

In spite of the success of the conversion operations, govern¬ 
ment recognised its own failure and ascribed it to three causes. 
Firstly, bad timing of the loan : "The operations connected with 

the conversion of 3£ per cent paper.covered the bulk of the 

slack season when it is usual to float the regular loans. We, thus 
lost valuable time and in subsequent months, market conditions 

became more difficult owing to disturbances.and the seasonal 

trade demand for funds." Secondly, government had to compete 
with intense private demand ; "These demands have been heavier 

than usual due to the increase in prices of certain commodities. 

the slower movement of crops in parts of the country affected by 
the recent disturbances and lock-up of funds advanced in goods 
which are held up by transport or other difficulties." The final 
cause was strikes in banks : "The borrowing operations were also 
hampered by strikes in certain important banks during this 
period." 

Whatever the validity of these reasons, it is clear that the 
government realised the need for toning down its demands. But 
even the smaller targets set were doubtful of realisation. In Nov¬ 
ember 1947, Shanmukham Chetty stated that the budget target of 
Rs. 150 crores would not be reached. On account of the communal 
disturbances and political uncertainty, the security market was 
very unsettled in the opening months of the year and no loan was 
actually floated till the middle of August. In November the gov- 

25. Legislative Assembly Debates, 28 February 1947, Vol. II, No. 8, p. 1325, 
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eminent issued a 15 year loan for Rs. 40 crores at 2i per cent, per¬ 
mitting reconversions of the 3£ per cent bonds of 1947-50. The low 
rate of interest on the new loan appears to have been the result of 
the cheap money policy, Compared, however with the tremen¬ 
dous success of the conversion operations of the previous year, this 
offer did not prove much of a success. 

The public response in 1947-48 was clearly not satisfactory. 
In spite of assuring the public 2(5 that “we could carry even a 
larger volume of debt and there is still a large source available 
here for financing the development of the country”, it was pro¬ 
posed to raise only Rs. 150 crores as in the previous year. The 
appeal made in November 1947 for the utmost cooperation from 
the public in the borrowing operations of the government was 
repeated, but the response was again poor. “The state of the 
capital market...has been a matter of concern to government... 
this stagnation is due in large measure to the prevailing industrial 
development and praspects. 27 ” It was not, therefore, possible, 
according to the Finance Minister, to borrow on the scale origi¬ 
nally contemplated. 

By now the government realised that its credit was not high 
in the market and that the causes of failure were different from 
mere environmental disturbances. It understood that its handling 
of the inflationary situation and its economic policy did not 
commend themselves to the capital market. To quote the 
Finance Minister 28 , “I trust that the recent measures taken by the 
government to meet the inflationary situation would restore 
public confidence and that this time next year I shall be in a 
position to give a more heartening picture of public cooperation 
in the government’s borrowing operations.” He further tried to 
allay the fear about the vacillating industrial policy of the State 
stating that there is bound to be, for many years, a wide field for 
private enterprise and that in this matter no one who invests 
money is taking a greater risk than in any other country in the 
world.” Whjsit is more significant is the government’s own diffi¬ 
dence in even budgeting for a large loan ; the budget for 1949-50 
made only “a modest provision of Rs. 85 crores for market loans,” 29 

26. Ibid. p. 1348. 

27. Ibid. p. 1340. 

28. Constituent Assembly Debates, Vol. II, No. 9, p. 979. 

29. Ibid. 
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as contrasted with the provision for Rs. 150 crores in the previous 
year. Even on the small savings side the net receipt expected 
was much smaller than in the years prior to 1948, though the 
government attempted to strongthen the small savings movement. 
To stimulate and sustain the movement it reorganized the scheme, 
introduced two new series of savings certificates, and sought the 
copperation of provincial government to stimulate further 
investment. 

But the response was still no different. Against the estimated 
borrowing of Rs. 85 crores fresh borrowing amounted to only Rs. 40 
crores, while the receipts from small savings were estimated at Rs. 
26 crores against the budget estimate of Rs. 37£ crores. The total 
short term borrowings by the Central Government amounted to Rs. 
45 crores as compared with nearly Rs. 48 crores in the previous year. 
This reaction of the market was again ascribed to the exceptional 
stringency in the money market. “The estimate of borrowing 
in the current year,” admitted the Finance Minister 30 “was based 
on the hope that there would be material improvement in the 
capital market and in the realisation from small savings. Money 
conditions, however, remained stringent and this hope has not 
been realised. Market conditions did not allow the floatation of a 
regular loan.” 

Two consequences followed from this. In 1950-51 the govern¬ 
ment budgeted for a still smaller loan of Rs. 75 crores from the 
market and Rs. 28 crores from small savings, in addition to belling 
Rs. 10 crores of securities held in the Cash Balance Investment 
Account, i.e., in all Rs. 113 crores. To intensify the small savings 
campaign, the war device of authorised agents for canvassing 
savings certificates, which was abolished in 1948, was revived in 
some of the States. A system of compulsory savings for State 
employees getting a pay of Rs. 250 rupees and over was introduced, 
and the scheme was expected to extend to the lower-paid 
employee. In addition to the smaller amount it hoped to raise in 
the years succeeding 1947, the introduction of compulsory savings 
is suggestive of the government’s loss of confidence in its own 
ability to raise funds on a voluntary basis. That the government 
should compel its own servants, who, as fixed-income receivers, 
were hit hardest by inflation, speaks a great deal. 

30. White Paper on the Budget, 1950-51, para. 58. 
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The nature of the response to the loans is interesting. In 
June 1950 a cash-cum-con version loan was floated while collections 
of small savings and sale of securities continued. The result was 
as below :— 31 


Ctores Rs. 


Market borrowings : cash 

conversion 222 

Small savings (net receipt) 31 

Securities sold 23 


Total 84A 

The borrowings fell short of even the modest expectations in 
the budget by Rs. 29 crores. It is significant that, while market 
borrowings were actually Rs. 44* crores less than budgeted, it was 
the sale of securities from the cash balance investment account 
that made up about Rs. 16 crores of the deficiency. 

The unsatisfactory response from the public was explained 32 
as mainly due to the fact that the recovery in the capital market 
had not been as good as expected and that the promise of increased 
demand for investment had not been fulfilled. The Final Report 
on the Five Year Plan 33 suggested that the Korean War encouraged 
the movement away from holdings of money to holdings of 
commodities, and that the market for securities was depressed 
mainly because of large scale liquidation of government securities 
by the commercial banks. “The Central and State governments 
also sold fairly large amounts of their holdings of securities.” 

The trend of security prices during this period, which 
suggests the case for a slight difference in emphasis, is given below :— 

TABLE V. 

Index numbers of security prices—All-India. 34 (1938—100) 
Group indices Industrial securities Sub Group Industrials 

Government'^ Fixed Variable Govt. States Elect- Cotton 

dividend dividend of India (partB) ricity 


1946-47 

104.7 

1406 

252.5 

105 

107 

102 

203 

47-48 

103.3 

120 2 

181.5 

103 

104 

85 

185 

48-49 

102 0 

109.4 

136.5 

102 

102 

81 

166 

49-50 

101.2 

101.9 

115.4 

101.4 

99.4 

80 

151 

50-51 

100.0 

101 0 

124.2 

101 1 

98.7 

82 

147 

51-22 

95.8 

97.2 

127.8 

95 9 

97.6 

77 

140 

52-53 

91.7 

90 8 

107.3 

91.8 

94.9 

76 

128 

53-Oct. 

90.2 

93 0 

93.0 

90.1 

95 5 

116 3 

92.2 


31. Budget Speech, 1951-52, para. 48. 

32. Ibid 

33. Five Year Plan (1952), p. 57, 

34. .Report on Currency and Finance, 1952-53. 

35. Includes semi-government securities. 
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The foregoing analysis of the borrowing policy of the 
Government of India between 1947 and 1951 indicates the 
shifts in policy as well as its failure. The real causes for this 
disheartening feature appear to have been of two types. There 
was of course a disturbed environment, politically as well as 
financially, and the money market was unsettled and stringent. 
There were, however, causes for which the government is largely 
to be blamed. In had no definite and precise expenditure and 
tax policies, nor did it offer any single well thought-out prac¬ 
ticable development plan or definite and feasible dis-inflation- 
ary scheme. A number of pronouncements, sometimes conflic¬ 
ting. about economic development were made after 1947. The 
government’s assault on inflation and its administration of con¬ 
trols did not inspire confidence. Moreover, there was little co¬ 
ordination between the policies of the banking institutions and 
those of the exchequer. The rapid shrinkage of the sterling 
assets added to the lack of public confidence. Finally, compared 
to the British days, the organisation and working of the borrow¬ 
ing machine were unsatisfactory, and nowhere was this more 
evident than in the small savings movement. 

The first essential for the success of a loan campaign was 
an economic policy, and the abandonment of the policy of drift. 
What was true of government policy in the early twenties of this 
century remained true also in 1950. “Capital of this country 
has been shy, not because the people were not willing to invest 
in industrial enterprises, but because they had no confidence 

in the policy of the powers that be. If a stable policy and 

a more steady policy in the interests of this country were deci¬ 
ded upon by the government of this country.it will not be 

a difficult proposition to induce the people to allow their 
capital to flow for the purpose of promoting industrial 

it qfi 

concerns. 80 

The debt policy, however, underwent a change in 1951-52. 
“Social and political changes have occurred in the country” observed 
the Finance Minister 37 , “restricting opportunities for certain classes 
who used to support the investment market. Their contribution 
has to be replaced from the savings of those who benefit from 

36. Legislative Assembly Debates 16 February 1923, Vol. Ill, p. 2351. 

37. Budget Speech, 1951-52, para. 49. 
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these changes. The importance of mobilising the Small Savings 
cannot, therefore, be overemphasized.’* 

The reference to social and political changes is cryptic. It 
might possibly refer to the tax and expenditure policies, or more 
likely, to land reforms in some States. Neither of these was of 
any significance to the problem on hand. For the tax policy 118 was 
in favour of greater burdens on the middle and lower classes, while 
the expenditure policy indicated more the hope than the immediate 
practice of a Welfare State. 39 Land reforms were still in the 
initial -stages so far as the benefits to the cultivators were 
concerned. 

There, however, appears to have been a shift in the distri¬ 
bution of the national income towards the rural sector, probably 
consequent on the scarcity of food and the inflationary rise in 
food prices. The shife in recent years is indicated below, though 
its precise magnitude is difficult to assess :— 

Net National Income (Rs. 100 crores) 

1931-32 37 * 1945-46 33A 1948-49 39 * 

1. Agriculture 8’82 197 41*5 

2. Total _16139_ 493 871 

3. Percentage of 1 to 2 52 40 477 

The absolute figures are not comparables, as the method of 

estimation, the area coverage, etc. differ ; but the relative im¬ 
portance of agriculture is a rough indication of the change. It is, 
however, doubtful whether, in view of the data on the position in 
1931-32, much significance can be attached to the shift, or a policy 
based on it. 

The new Finance Minister took seriously to reorganize the 
Small Savings movement. 40 The system of authorised agents was 
revived in three States as an experimental measure. Rural post 
offices were utilised as agencies and a new scheme—the Treasury 
Savings Deposit certificates—was introduced; methods of widening 

38. Vide Chapter III. 

39 Vide Chapter V. 

37a V. K. R. V. Rao, National Income of British India. 1931-32, Table 52. 

38a National Income of British India and the Indian Provinces 1945-46, page 2 
(Government of India). The figures include forestry and relate to the 
Indian Provinces only. 

39a First Report of the National Income Committee , page 32. 

40. Budget Speech , 1951-52, para. 49. 
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the pattern of investment were also examined. A wide network 
of savings groups in towns and villages for the continuous mobi¬ 
lisation of small amounts was contemplated. 

With this drive, small savings were expected to yield Rs. 43 
crores (net) in 1951-52. A sum of Rs. 100 crores was to be raised 
as new market loans, but the Government provided also for the 
repayment of the outstanding balance of Rs. 87 crores on the 3 
percent 1951-54 loan. 41 In addition, a sum of Rs. 4*84 crores from 
the International Bank for Reconstruction and Development, and 
a loan of Rs. 90 crores from the United States towards purchase of 
food grains, were taken credit for. 

Let us look at what actually happened. Only Rs. 50 crores 
could be raised in the market, because “conditions in the capital 
market were not favourable for raising money on the scale 
envisaged.’* Small Savings yielded Rs. 40'52 crores—showing a 
shortfall of Rs. 2’34 crores compared to the budget estimates, 
which was ascribed mainly to “larger withdrawls from Postal 
Savings Banks/ 1 The International Bank Loan was utilised to the 
extent of Rs. 3*24 crores and the American Food Loan of Rs. 90 
crores to the full extent, in addition to miscellaneous dollar loans 
of Rs. 106 crores. 

Apart from the International Bank and dollar loans, which 
were of a different type, the internal subscriptions fell Rs. 52*34 
crores short of the budget target. 

As a consequence of the poor response in 1951-52, the market 
loan policy was modified in the next year. “As market conditions 
are still far from easy”, observed the Finance Minister, 42 “the 
prospects of raising a larger sum are very slight.” The target was, 
therefore, reduced to Rs. 25 crores but, as explained below, even 
this was not floated. 

The 1952-53 approach was sounder than in the preceding 
years. The capital market in general was attaining a considerable 
degree of stability, and a growing feeling of confidence in the 
pattern of interest rates was noticeable. The gilt-edged market 
was stronger and there was evidence of increased institutional 
investment in gilt-edged securities. 43 In spite of these favourable 

41. Ibid para, 48. 

42. Budget Speech, 1952-53, para. 41. 

43. Report on Currency and Finance , 1952-53, Section IV on the capital market. 
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conditions, the Government wisely refrained from floating any 
loan “so as to leave the market free for the States to borrow for 
their development schemes.” 44 The States, however, utilised the 
market to a very limited extent, the total of State and municipal 
borrowings amounting to Rs. 15 crores. 

The Union Government must have anticipated greater resort 
to the capital market by the States. But its self-imposed restraint 
from borrowing on its own was well-timed in view of the repeated 
earlier failures of floatations and the need to let the market settle 
down to the new monetary policy of November 1951. The policy 
of not raising any loan strengthened the securities market. 45 . 

The government, however, leaned more towards the small 
investor. “The role of Small Savings in the mobilisation of 
capital required for national development has become very 
important,” announced the Finance Minister. 15 Substantial sums 
were to be spent on propaganda and the basis of investment was 
to be broadened. A net receipt of Rs. 44*57 crores was estimated 
for 1952-53 from this source. 

The Small Savings scheme, on which the Five Year Plan also 
places considerable financial stress 47 , holds out much promise. 
The scheme offers a variety of investment opportunities. 48 The 
Post Office Savings Certificates, introduced in 1882, carry an interest 
of 1J to 2 per cent and have investment ceilings different for different 
groups. The National Savings Certificates are in three series of 
5, 7 and 12 years, the first two being introduced in 1948 and the 
other in 1943. They carry interest at 3 to 4J per cent, and have a 
ceiling of Rs. 50,000 for individuals and double the amount for 
local authorities. For the 10-year Treasury Savings Deposit 
Certificates introduced in February 1951 with 3i per cent, interest 
a maximum of Rs. 50,000 is placed for individuals and Rs. 100,000 
for charitable institutions. 

The National Savings organisation was created in 1943. 
Between 1943 and 1948, it had an Authorised Agency System to 


44. Ibid. Statement 33 for the trend of security prices. 

45. Parliamentary Debates , February 27, 1953, Vol. I, No. 13, Col. 1152. 

46. Budget Speech , 1952-53, para. 41. 

47. Five Year Plan , page 55. 

48 My thanks are due to the National Savings Commissioner, Simla, for the 
following information. 
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sell the Certificates. In 1948, this System was abolished for 
reasons of economy, with unwelcome repercussions on the Small 
Savings receipts described earlier. In 1950, it was revived 
and the greater response in subscriptions may be traced to this 
step. Since 1951 the organisation has been extended, and great 
publicity has been given to this organ of loan policy through the 
press, posters, exhibitions, etc. In 1952-53 a new innovation 
was introduced. To help the State governments to link up the 
Small Savings movement with schemes of local development in 
which the people were directly interested, collections in excess 
of Rs. 44*5 crores (the level reached by the States in the previous 
year) were allowed to be retained by the States responsible for 
raising them, the retained amount being treated as loans from the 
Centre. 49 

The organisation is well-planned and is doing creditable work, 
but it is doubtful if the financial importance given to it for 
developmental purposes is not too much. Its contribution may, 
over a series of years, be less than anticipated, perhaps not over 
Rs. 35 crores per annum. In a developmental plan, with an annual 
investment of the order of over Rs. 500 crores in the next 7 or 8 
years, 50 the Small Savings movement may have psychological 
and political significance, but the Government and the Plan 
possibly over-emphasises the role of the movement. In view of 
the importance given to it, however, greater extension to rural 
areas and more intensive propaganda appear desirable. 

Since 1951, even the market loan policy of the Union 
Government has been influenced by the Five Year Plan and 
both the Central and State Governments have accepted a pro¬ 
gram for raising, over five years, Rs. 385 crores inclusive of Small 
Savings and other unfunded debt, but exclusive of treasury bills 
and other floating debt. 61 “The entire savings of the community 
likely to go into Government securities could be taken credit for 
as available for fresh issues. The new links that are being 
established between the Reserve Bank and the commercial 
banking system will also furnish the latter with the means of 

49. Parliamentary Debates , February 27, 1953, Col. 1153. 

50. The first Five Year Plan envisages an investment of Rs. 2069 crores of 
which Rs. 1000 may be spent in the first three years. 

51. Five Year Plan , pp. 56—58, 
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preserving liquidity in times of heavy demand without having to 
unload securities on a large scale. 11 Thus the plan anticipates a 
change in the money market and a better response from the 
large and small investors. 

It is difficult to assess the likely response. It depends as much 
on the conditions of the capital market as on the confidence 
government can instil by the formulation of a consistent and 
co-ordinated financial policy and its efficient execution. The latter 
depends partly on the effective use of the loan funds and partly 
on the effectiveness of debt management. 

Looking back on the years 1947 to 1953, two main conclusions 
stand out. First, that there has not been a long-term debt policy, 
and much less one coordinated with the tax, expenditure, 
monetary and development policies. Secondly, the lack of 
such a policy was more in evidence during the period 1947-51. 
Conditions distinctly changed after 1951, but there is still a long 
way to go in evolving an integrated policy. 



V 


EXPENDITURE POLICY 

The expenditure policy of a State should be judged in terms 
of the magnitude, direction and timing of the outlay as well as of 
its coordination with (a) the expenditure policies of other public 
authorities in the country e.g. provincial governments and local 
bodies ; (b) tax and debt policies ; (c) monetary, industrial, tariff 
and other cognate policies ; and (d) expenditures in the private 
sector of the economy. In view of the dearth of data on private 
incomes and expenditures which can be used for judging to what 
extent the expenditure policies of the State have been integrated 
with them, this criterion is passed over below 1 . Similarly, on 
account of insufficient information, and the relatively undeveloped 
state of local bodies, 2 the impact of their outlay is also not 
considered. 

Moreover, in analysing the public expenditure of the Indian 
Government, a somewhat detailed structural analysis of the outlay 
pattern is made ; for it is not merely the budget statements and 
claims that indicate the true nature of expenditure, but also the 
amount of actual disbursements. In order to have a more 
comprehensive view of the impact of the aggregate expenditure, 
outlays of provincial governments have been brought in as far as 
possible. 

In assessing the course of policy in the light of the three 
major problems that faced India, a very broad approach will be 
adopted. The secular problem of social justice can be looked 
at from two points of view : (a) the extent of adoption of a redistri¬ 
butive tax system, which has been discussed earlier ; and (b) the 
nature and extent of social security outlay, which test will be appli¬ 
ed below. The long period problem of development also has two 
facets : (a) the tax policy already dealt with ; and (b) the expendi¬ 
ture side in terms of policy (i.e. was there a plan of developmental 

1. An outline of the framework for Social Accounts for 1943-49 is attempted 
in the First Report of the National Income Committee, 1951. 

2. Vide the Report of the Local Finance Enquiry (Wattal) Committee, 1951. 


( 72 ) 



EXPENDITURE POLICY 


73 


expenditure ?), quantum (i.e. was there enough outlay ?), and 
direction (i.e. was the exoenditue distributed properly ?). The 
short period issue of inflation is considered from two points of 
view : (a) taxes as production incentives and consumption 
restraints ; and (b) the economy in expenditure, as a way of 
reducing public demand for goods and services. (The question of 
economy in expenditure will be discussed in two parts : did a 
policy of economy exist in 1947-53 ? and how effectively was it 
practised ?) 

It is also presumed that the ‘physical security' group of ex¬ 
penditures would have little direct effect on the short-period, 
long-period, or secular problems, except through its magnitude 
e.g. on inflation. The issues of inflation and development, have 
been brought under the ‘economic security’ group which, both by 
its size and its intent, has direct impact on the short and long 
term although some of the heads included in that group, 3 e.g. 
ports, pilotage, posts, and telegraphs, may be more of the 
administrative variety. 

Let us consider the general trend in Indian governmental 
expenditures. The aggregate outlay 4 5 —of Union and State 
Governments—exhibits a few striking but conflicting features. 
The revenue expenditure, which was of the order of Rs. 200 
crores before the War, increased threefold by 1948-49, and in 
1950-51 and 1953-54 was Rs. 736 crores and Rs. 920 crores 
respectively. The per capita outlay followed a similar trend, 
being Rs. 7,20 and 25 respectively in the three years. In terms of 
the national income also there was a growth, though not to 
the same extent : the State claimed nearly 50 per cent more in 
1953 than it did in 1948. Thus, both the aggregate revenue outlay 
and its share in the national income have been expanding ; how¬ 
ever in real terms the increase has been less than a third between 
1939 and 1953. 

The State has also been spending considerably on capital 
outlay 6 on physical, social and economic services. Excepting in 
1948-49 when, on account of the Kashmir trouble and the 

3. Vide Table XII ; also Vide M. H. Gopai: The Reform of the Indian Budget 
(to be published). 

4. Vide Table VII. 

5. For the details under this head see Report on Currency and Finance. 
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conversion of sterling obligations, a specially large non-develop- 
mental expenditure was incurred, the major portion of the amount 
has been spent on developmental services such as railways, civil 
work, and industrial development, The total capital expenditure 
since 1948-53 has been of the order of Rs. 1600 crores. In 1949 and 
1950 there was an appreciable reduction of this outlay, the amount 
being Rs. 190 crores 6 in 1948 and Rs. 132 crores in 1950, but since 
1951, there has been a gradual increase to Rs. 208 crores in 1953. 

The aggregate of the revenue and capital heads was Rs. 862 
crores in 1948, Rs. 8H crores in 1950 and Rs. 1128 crores in 1953, 
the per capita expenditure being Rs. 21, Rs. 25, and Rs. 31 in the 
three years respectively,. The major part of this outlay has been 
on physical security, though latterly, the social and economic needs 
have been receiving more attention, indicative of the veering of 
expenditure policy consequent on the shift from a ‘police’ to a 
welfare’ state. 

The question may now be asked: How far did the Union 
Government utiliseothe instrument of economy to solve the short¬ 
term problem of inflation ? How far did it have a long term 
expenditure policy for development ? 

Economy and the Short Term Problem : The government was 
fully aware of the significance of economy as an anti-inflationary 
device, but the Finance Ministers appear to have operated the 
instrument each in a different way. In 1947-48, the hurried and 
unsettled conditions in which the union came to birth, pushed 
financial policy to the wall, and even though it was the eighth 
consecutive year of budgetary deficits, the revenue position was 
considered sound and the deficits were ascribed to abnormal factors. 
Increased production and greater borrowing, not economy in Govern¬ 
ment expenditure, was regarded as the antidote to inflation. 7 By 
1948-49, the need for the economy was realised and the Kastur- 
bhai Lalbhai Economy Committee was appointed to suggest the 
extent and direction of cuts. In anticipation of its recommenda¬ 
tions, a lump sum reduction of Rs. 2‘5 crores was effected in the 
budget. “I wish to make it quite clear”, assured Shanmukham 

6. This excludes sterling pensions account. The pensions to employees 
under the British regime was capitalised and the amount was adjusted to 
the sterling assets in Britain on India’s account. 

7. Budget Speech (Nov.) 1947-48, para. 9. 
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Chetti, 8 “that this lamp sum cut is mainly in the nature of a token 
and should not be taken as giving any indication of the size of 
economy which I consider could be effected.” Cuts which would 
hamper development were eschewed. The Finance Minister 
explained 9 “I have fully considered whether in the altered 
circumstances the Centre should reduce its assistance to the 
Provinces but I have come to the conclusion that in the larger 
interests of the development of the country as a whole, it would 
be unwise to do so." This decision was influenced by the fact that 
the projected expenditures had been spread over more than four 
years (This policy may be contrasted with what was done in the 
following year.) For security reasons, the defence budget too was 
not reduced. 10 By the end of the year however, civil expenditure 
had actually increased by Rs. 481 crores, on account of food 
subsides, ‘pre-partition payments/ refugee rehabilitation and other 
unavoidable items. 11 

The new Finance Minister in 1949 announced that it was 
his “intention to secure the utmost economy possible in public 
expenditure” ; 12 however, a; the Economy Committee had not 
yet reported and as it was therefore impossible to take a firm 
decision, he could not apply the axe to the normal civil head. 
He only give an assurance that “the recommendations of the 
Committee will be most carefully and earnestly considered by 
the Government.” Cuts, however, were made in the development 
outlays, in the form of postponing assistance to the Provinces 
for developmental purposes. Of course the promised aid would 
not be reduced, but “all that is happening is that the pace of 
assistance is being temporarily slowed down in view of the urgent 
need for economy, and in so doing special care has been taken to 
see that the progress of productive schemes and schemes of long 
range importance essential for national development is not held 
up.” 13 A step such as this might have the immediate effect of 
easing inflationary pressures, but the long run wisdom of slowing 
down development was not beyond question. 

8. Ibid. 1948-49, para. 37. 

9. Ibid. para. 37. 

10. Infra section on defence outlay. 

11. Budget Speech 1949-50, para. 17. 

12. Ibid. 

13. Ibid. para. 27. 
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The 1950-51 budget showed an increase of Rs. 3'8 crores in 
expenditure, but the Finance Minister 14 explained that this was 
a small amount considering the new commitments such as the 
privy purse of the rulers, administration of New Chief 
Comraissionships and integration of Part B States which imposed 
an additional burden of Rs. 26 crores. There was in effect an 
economy or Rs. 22*3 crores under the old heads. It was explained 
that there was little scope for further economy on account of food 
subsidies, the ensuing general elections, new nation-building 
activities, need for efficient tax collection, grants-in-aid, etc.— 
expenditure whose essentiality could not be questioned and 
which, therefore, could not be tampered with. The field of 
expenditure open to possible economy was, according to the 
Minister, 15 limited to about Rs. 36 crores. But “it is my intention 
to watch the course of public expenditure in the coming year 
with the closest possible care.” In other words, no cut beyond 
the Rs. 22 crores already effected was in fact possible. 

Let us enquire what this cut represented. Three items 
mainly accounted for this amount: Rs. 3 crores on defence, Rs 16 
crores under miscellaneous items, and Rs. 4*6 crores in ‘pre¬ 
partition payments.’ 10 It was not fair to claim reduction in ‘pre¬ 
partition payments’ as economy effected, since they were not a 
recurring item of the same magnitude every year. The two 
major items under miscellaneous heads were cuts in food subsidies 
(Rs. 875 crores) and cuts in the expenditures on displaced persons 
(Rs. 6 crores), both of which were items which deserved more 
consideration than, for example* civil administration, whose 
cost actually increased by Rs. 9*1 crores. 17 As pointed out in 
detail elsewhere, 18 it is here that the scope for reduction is limited 
for a new government in an expanding economy ; nevertheless, 
one can ask whether there was not a little more of austerity 
possible, since one of the major items in the policy review of 
September 1949 was “the introduction of economy measures to 


14. Budget Speech 1950-51, page 11. 

15. Ibid, page 12. 

16. General Budget as finally adopted , Statement H. 

17. Explanatory Memorandum 1950-51, pages 155-157. 

18. Vide section on Civil Expenditure. 
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secure substantial savings in the current year’s budget, and the 
budget for the coming year.” 19 

Fortunately, 1950-51 had a surplus, not because of retrenchment 
in outlay but because of an unexpected buoyancy in revenues, 
particularly by way of customs duties, due to international factors. 
This also probably accounts for the economics promised in the 
budget not coming off. Thus, while a cut of Rs. 16 crores had been 
contemplated under the ‘miscellaneous’ head, 20 the actual outlay 
on that item was Rs. 44*2 crores as against the budgeted Rs. 29*5 
crores. 

The story was much the same in 1951-52. Considerable 
reductions were proposed under the heads of food subsidies 
and bonuses (Rs. 12*7 crores), displaced persons (Rs. 3*8 crores) and 
‘prepartition payments’ (Rs. 1*9 crores). “These savings”, warned 
the Minister, 21 “will, however, be more than counterbalanced by 
normal increases under the other heads.” The Finance Minister 
was determined on cuts and he took credit for economies amount¬ 
ing to Rs. 5*5 crores. The Economy Committee had reported on 
a reduction of only Rs. 44 crores, but the Minister went one step 
ahead with Rs. 5£ crores. “It has not been possible to take the 
entire amount of reduction under the respective heads, as final 
decisions in respect of many of the proposed economy measures 
had not been arrived at when the budget was being prepared.” 22 
As in 1950-51, the quest for economy would be continued through¬ 
out the year (1951-52) but, cautioned the Finance Minister, 
there was a “somewhat limited acope available for the contraction 
of expenditure.” For Rs. 63 crores out of the Rs. 204 crores of 
civil expenditure were obligatory. Rs. 40 crores were on food 
subsidies and displaced persons, and the balance was on “nation¬ 
building activities, tax collection and so on which cannot be 
materially reduced without affecting the revenue or development 
of the country.” 

The proposed cut of Rs. 5*5 crores out of Rs. 375 crores of 
revenue outlay was 1*3 per cent, a proportion which could make 
very little impression on inflation. If the main anti-inflationary 

19. White Paper on the Budget 1950-51, para. 4. 

20. Head No. 57 in the Budget. 

21. Budget Speech 1951-52, para. 34. 

22. Ibid. para. 40. 
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weapon in the expenditure armoury was economy, and if subs¬ 
tantial real economy was not practicable, the use of the device in 
India must be regarded as a token. 

In 1952-53, the economy tool was used a little more. Civil 
expenditure dropped to Rs. 208*3 crores in the February (interim) 
budget—a drop of Rs. 15*5 crores compared to the Revised 
estimates for the previous year, but again Rs. 13*6 crores of this 
reduction was on food subsidy a:count. 23 In the May budget of 
1952-53 the subsidies were reduced further by Rs. 10 crores. 

The question of economy was in the mind of the Minister. 
“This leads me”, he said, 24 “to the question of economy in public 
expenditure to which Government attention is continuously being 
drawn both in Parliament and outside”. As of old, however, 
little reduction was possible, but “the search for economy in this 
expenditure has been continuously going on.” A critical exami¬ 
nation of the organization and equipment of the Armed Forces 
was being conducted, and more information would be available in 
the Budget for 1953-54. On the civil side too. a similar enquiry 
was being conducted. “But I must make it clear,” concluded 
Cbintaman Deshmukh 35 , “that in an expanding economy like ours, 
any saving realized in administrative expenditure is likely to be 
more than absorbed by increasing demands for developmental 
expenditure. It will be unwise to think that there is sufficient scope 
for economy to make possible a substantial reduction in taxation.” 

This raises two issues : first, what was the saving realized in 
administrative outlay , and second, how much of this was counter¬ 
balanced ? These two questions will be discussed below. 20 From 
the statements of policy, and the extent and nature of the economies 
effected, the conclusion is inevitable that they made no dent on the 
immediate problem of inflation. When charged in Parliament 
that the Government, instead of economising and reducing in¬ 
flationary pressures, was actually adding to them by drawing upon 
the accumulated balances, the Finance Minister defended that no 
government could have “refused to incur the expenditure necessary 
for the security of the country, the relief of displaced persons, 

23. White Paper on the Budget 1952-53, para. 15. 

24. Budget Speech (May) 1952-53, paras. 15-16,19 

25. Ibid. para. 20. 

26. Infra section on Civil Expenditure. 
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the grant of food subsidies to keep prices from rising, or the pro¬ 
gress of essential schemes vital to the country's welfare and 
development." 27 But the story of the period, 194S-53, indicates 
that the first and heaviest blow from the axe was always struck on 
the food subsidy and on the expenditure on displaced persons. 

Long Term Expenditure Policy 

In the policy, magnitude and direction of economic develop¬ 
ment, three distinct stages may be distinguished between 1945 
and 1954, marked by breaks in 1947 and 1951. 

The presistent demand for economic planning and development, 
which was there even prior to the War, compelled the British power 
in India to create a Planning Department in 1944. As the 
outcome of its deliberations and of its committees, 2S , a five-year 
scheme of post-war development was drawn up, and a large 
number of projects were started both by the Centre and by the 
Provinces. This plan for undivided India envisaged an investment 
of Rs. 1000 crores between 1945 and 1950, the resources to come 
out of an all-out tax policy and a speedy rate of demobilisation. 

Until 1946-47, the Central Government advanced the whole 
of the outlay incurred by the Provinces on approved schemes, 
the Centre also having projects of its own. In 1947-48, the 
resources proved less than anticipated and there was also a 
dearth of personnel and material to utilise even the limited funds. 
It is clear, however, that even before Independence, a change in 
policy—towards “faster development on a provincial and regional 
basis" 2 * had been introduced. The Provinces were “to exploit 
their own powers of taxation to the full and to supplement the 
Central Government’s grants for such taxation and loans." 30 

The Partition of the country radically altered the position and 
reduced the available resources. Thus, 1947 marked the first break 
in the scheme of development. Some projects had been sterted under 
the old scheme and others were being adapted to the new 
set-up, but all these were necessarily un-coordinated. The Interim 
Budget of November 1947 did little to interfere with these 

27. Budget Speech 1951-52, para. 73. 

28. e g. Reconstruction Planning Reports, 1944-46, and Advisory Planning 
Board , 1946. 

29. Budget Speech 1947-48. (February). 

30. Ibid, para 35. 
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conditions. The necessity to economise in expenditures led in 
1948-49 to the policy of reduced assistance to the States, though 
projects in progress were to be completed. The ‘matching 
approach’ was introduced by which the States were to 
contribute an amount equal to the Central grant. Smaller States, 
however, received full assistance for approved projects, and all 
States were to go ahead with their schemes of development and 
“to conserve and exploit all the available resources for this 
purpose.’’ 31 

The wisdom of the policy of adjusting long-term development 
programmes to short-period financial difficulties is open to question. 
While it is true that the immediate problem had to be faced, the 
essence of development is that it is a slow and continuous process 
where an assist mce policy of “promise and postpone’’ would lead 
not only to an upsetting of the programme but also to wastage of 
resources. 

The Centre financed development in the form of grants and 
loans to the States and through direct expenditure on its own 
projects. In 1947-48, the total capital outlay of this nature was 
Ri. 70crores, in 1948-49 Rs. 165 crores, and in 1949-50, Rs. 104crores, 
of which the share of the States in 1949 was Rs. 74 crores. But 
neither the pattern of development nor that of the expenditure 
on it, was well thought out and integrated. Thus, for instance, 
development in 1949-50 comprised 32 of “the expansion of Forest 
Research Institute at Dehra Dun, the development of the forest 
estate in the Andamans, the first of many works on a number of 
river projets, the reorganisation of the Central Waterways 
Research Station” and development of basic education ; in the 
industrial field, a telephone factory, a shipping corporation, iron 
and steel mills, and various other kinds of factories were to be 
started. 33 It was only in 1950-51 that the Planning Commission was 
appointed to review the existing programmes of development. 
“The geographical and economic facts on which the present 
programme is based”, observed the Finance Minister, 84 “no longer 

31. Budget Speech 1948-49 para 37. 

32. Budget Speech 1949-50, para. 30 

33. For the heterogenous list Vide Explanatory Memorandum, 1949-50. 

Statement VIII. 

34. Budget Speech , 1950-51, page. 8. 
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holds good; the estimate of financial resources on which the existing 
programme is based is no longer valid and public opinion rightly 
demands a different kind of approach to the whole problem of 
development/* Here was the second change in the approach to 
development, except that the schemes in progress were not to be 
abandoned. 

The Commission’s draft report was completed only towards 
the middle of 1951, and so the budgetary policy of 1951-52 was 
apparently not affected by it. In fact, after a discussion of the 
place of saving and investment in relation to planning, the Minister 
declined even to anticipate the findings of the Commission. 35 But 
the Five Year Plan claims to be operative for 1951-56 36 , and the 
probable explanation is that it dovetailed its recommenda¬ 
tions into the development scheme envisaged in the Budget for 
1951-52 ; the plan has grown out of the environment and is not a 
new programme altogether. 

The capital expenditure in the Budget for 1951-52 amounted 
to Rs. 222 37 crores, spread over Railways, Stat<* trading, industrial 
development, and 5imilar heads involving Rs. 77 crores of direct 
Central outlay and Rs. 66 crores by way of loans to the States. 38 
“The capital budget itself/’ Chintaman Deshmukh warned, 39 “has 
been so carefully pruned that it now provides only for essential 
schemes of capital outlay and development, which cannot be 
further curtailed without affecting the country’s development.” 
1951 marks the end of the second phase, during which the desire 
to develop was not integrated to a plan. 

The budget for 1952-53 followed the Draft Five Year Plan in 
its provisions for capital expenditure. “For the first time in the 
development of the country,” claimed the Finance Minister, 40 “it has 
before it a coordinated plan which takes into account the progress 
already made in the post-war years, sets out a balanced scheme of 
priorities, covers both the public and private sectors 41 and also 

35. Ibid. 1951-52, para. 46. 

36. e. g. Chapter IV. 

37. Excludes discharge of permanent debt. 

38. Budget Speech , 1951-52, para, 45. 

39. Ibid. para. 55. 

40. Budget Speech 1952-53, para. 37. 

41. The Draft Plan did not cover the private sector, 
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gives a broad indication of the sources from which finance for its 
implementation should be sought. 1 ’ A total expenditure of 
Rs. 1493 crores in the public sector in 1951-56 was suggested, of 
which 44*6 per cent was on agriculture, irrigation, and power, and 
the balance on transport, industry and social services. 

The Draft Plan, which formed the basis of the 1952-53 budget, 
was modified slightly by the Final Report on First Five Year Plan 
issued in December 1952. The investment was increased to 
Rs. 2069 crores and there was greater emphasis on agriculture 
and power. With the hope that about Rs. 1300 crores would be 
raised internally and the balance through external assistance, 
internal borrowing and deficit financing, 42 the budget for 1953-54 
was based on the Final Plan. 43 

The foregoing review indicates that the long-term problem of 
economic development was pursued more intently than the short¬ 
term issue of inflation as the former was more fundamental. A 
sound policy of developmental expenditure consists in its cumulative 
effect, each successive dose of investment accelerating the rate of 
expansion, and this demands the consistent pursuit of one plan 
coordinated over both time and territory. Prior to 1951, this was 
lacking in the Union’s developmental expenditure policy, though 
substantial sums were spent. 

We shall analyse below the three major categories of public 
expenditure, namely social, physical and economic Security groups. 44 

Social Security expenditure. 

The touchstone of a modern State is the extent to which it 
provides facilities for the well-being of its citizens in the form of 
social security services. This aspect is increasingly shaping the 
modern budget, both on the public and on the private side, of the 
economy. Although the concept of social services took hold of 
men’s minds early in this century, it was only in the 'thirties that 
Great Britain took to supporting a substantial Welfare State. 
In India, even today the Welfare State in practice is still in its 
infancy, though the State has accepted 45 “the formidable task. 

42. Five Year Plan, Chapter IV. 

43. The Plan was ready in December 1952. 

44. Vide appendix A for the rationale of this classification. 

45. Budget Speech, 1949-50. para, 50. Also the Five Year Plan (1952) Chapters 
II and XXXII to XXXIX. 
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of fighting want, sickness, and poverty and raising the standards of 
the millions to whom the emancipation of the country will be a 
mockery unless it is translated in terms of opportunities for a 
fuller, freer and better life.” 

What comprises welfare services has been discussed else¬ 
where. 46 It is difficult in India to assess accurately the amount 
spent on them, because three different administrations—Central, 
State and Local—undertake the functions, although unlike in 
Britain, local bodies have relatively little to spend. The broad 
trend of government outlay can be followed by examining the 
revenue and capital expenditures of the Union and State govern¬ 
ments given below:— 

Table VIII 


Outlay on Social Welfare Services (Lakhs rupees)* 



1939 

1947 

1948 

1949 

1950 

1951 

1952 

1953 


-40 

-48 

-49 

-50 

-51 

-52 

-53 

-54 

All India—Education 

1224 

2344 

3287 

4313 

6141 

6423 

7030 

7649 

Broadcasting 

25 

91 

162 

236 

171 

195 

220 

220 

Scientific Dcpts. 

67 

195 

296 

465 

435 

517 

710 

807 

Medical 

373 

758 

1060 

1418 

2807 

3153 

3219 

3599 

Public Health 

177 

560 

618 

729 





Housing 



54 

131 

175 

120 


... 

Unemployment 



... 






Old age pensions 

... 



... 

... 

... 



Miscellaneous 



... 

... 

... 

... 

... 


TOTAL 

1866 

3948 

4579 

7313 

9702 

10413 

11159 12275 

Central Only 









Education 

24 

146 

144 

140 

323 

408 

338 

546 

Broadcasting 

25 

58 

131 

168 

171 

195 

200 

220 

Scientific Depts. 

65 

189 

285 

448 

435 

517 

710 

807 

Medical 

22 

112 

84 

101 

131 

151 

79 

115 

Public Health 

13 

41 

56 

75 

67 

80 

77 

112 

TOTAL 

149 

546 

700 

962 

1129 

1351 

1404 

1810 

Provincial 









Education 

1200 

2198 

3143 

4143 

5791 

6030 

6692 

7203 

Scientific 

o 

** 

6 

11 

18 





Medical 

351 

646 

977 

1318 

2609 

2922 

3063 

3362 

Public Health 

164 

519 

562 

673 





TOTAL 

1717 

3369 

4693 

6152 

8400 

8952 

9755 10565 


♦Includes Part A and Part B States from 1950-51; includes revenue and capita) 
items. 


46. Vide appendix A- 
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Economic analysis 


Per capita-all India 

0*6 

15 

21 

28 

28 

30 

31 

34 

„ Central 

0’06 

0*2 

02 

04 

03 

0'4 

04 

0*5 

fk Provnicial 

As % of total expenditure 

0*54 

29 

13 

17 

24 

2*5 

2*6 

27 

As % of national income 

Per capita adjusted to 

79 

0*5 

0'6 

0*8 

11 

13 

1*3 

1*4 

price changes 

0 *t> 

0*5 

0*6 

07 

07 

07 

0*8 

0*8 

Price level 

100 

308 

376 

386 

409 

4 9 

380 

403 

Sources : Budgets , and Reserve Bank of India 
Reports on Currency and Finance. 

Bulletins, specially May 

1953, 

and 


United Kingdom : Social Service Expenditure 


Total Per As % of Year 

Spent Capita National 
Income 

£ M. £ 


36 

1*0 

21 

1900 

247 

5*8 

4*4 

1920 

600 

127 

81 

1944 

1800 

36 7 

175 

1949 


The striking feature in the statement is the small number of 
the services rendered. Excepting health, (including medical aid.) 
and education (including scientific departments and broadcasting,) 47 
there are few other services rendered by the State. Although 
recently small beginnings in housing and insurance 48 have been 
made, national insurance, poor relief, family allowances, old age 
pensions etc., are practically unknown. The State Governments 
undertake most of the social services, The Union Government 
controls broadcasting and maintains only a skeleton and specialised 
service in education and health, its main interest being in a few 
all-India institutions such as the Aligarh, Banaras, and Delhi 
Universities, the Malarial and Central Research Institutes, and the 
Institute of Hygiene and Health 49 . 

The outlay on these services is small but has been increasing 
steadily, particularly when judged by Indian standards. The 
expenditure was Rs. 18’6 crores in 1939, Rs. 77’6 crores in 1950 and 
Rs. 122 crores in 1953. During the last seven years, the money 
outlay has expanded steadily, continuously and even rapidly both 

47. Broadcasting is treated as ‘education*. 

43. Recently provident fund s:heme has been introduced in six industries. 

49. For details vide Explanatory Memoranda to the budgets e.g. 1949-50, pp. 

122-123 ; 1952-53 pp. 314-15. 
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it the Centre and in the States, though the increase has been 
more marked in the latter. In real terms, of course, the growth 
has been very much slower. The expansion has been more in 
education than in health services, which is different from the 
trend in the United Kingdom, where the latter have shown a 
more striking rise. 

The trend in India indicated by aggregate expenditures is 
borne out by the per capita figures. Expenditure per head 
increased from Rs. 0*6 in 1939 to Rs. 31 in 1950 and Rs. 31 in 1953. 
of which the State Governments accounted for Rs. 0*5, Rs. 2*5, and 
Rs. 2*9 in the respective years. The federal units have contributed 
many times more than the Centre for the reason that they are, 
constitutionally, in charge of these functions. The increase in 
expenditure, expressed per capita , is however only in money terms ; 
in real terms, the outlay has not only been low but stationary. 

The social service outlay may also be viewed in terms of 
national income ; the social services claimed about 1 per cent 
of the national income in 1939, and only half a per cent more 
fourteen years later. This is in contrast with the trend in Great 
Britain, where not only did the total expenditure rise from £36 m. 
in 1900 to £ 450 m. in 1939 and £ 1800 m. in 1949-50 (and the per 
capita expenditure from £1 in 1900 to £97 in 1939 and £367 in 1949), 
but social services, in terms of national income, claimed 21 per cent, 
9*9 per cent and 17*5 per cent respectively in the three years. 
Looked at from a different angle, social service expenditure, 
in relation to national income , ormed a quarter of the defence 
disbursement in 1930 but by 1949, it was fifty per cent more than 
what was spent on defence. In Great Britain, it is social rather 
than defence spending that dominates the budget ; in India, it is 
defence that predominates. 

An equally suggestive facet of India’s social security budget is 
its relation to taxation. The welfare services are expected to 
benefit particularly the lower middle and poorer classes, who con¬ 
tribute to the State mainly through indirect taxes. Analysing the 
relation between taxes paid and benefits received in the lower 
income groups, the ECA Mission to the United Kingdom said that 
“the social expenditures are chiefly financed by transfers of income 
within the lower income group, in accordance with variations in 
the pattern of consumption, family size etc., rather than by 
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transfers from different income levels”. 50 The value of the social 
service benefits derived by the lower income families in the United 
Kingdom, as compared to the taxes paid by them will be evident 
from the following figures. 51 


TABLE 


Burden of taxation and benefit of social services (per family ) 


Current Social 
Expenditure 

Shillings 

Approximate taxes paid 
by lower income families 

Shillings 

Social Insuranct 

14 

Income tax 

80 

National Assistance 
(Poor Relief) 

3 

National Insurance 

5*4 

Family allowances 

2 

Death duties 

Total Direct 

0*6 

14-0 

Housing Subsidies 

2 

Drink & Tobacco 

31*4 

Food Subsidies 

15 

Purchase Tax 

46 

Education 

9 

Local Rates 

48 

Health 

11 

Other indirect taxes 
on consumption 

2-4 

Miscellaneous 

1 

Employers National 
Insurance contribution 

10*6 

Total 

.57 

Total personal consump¬ 
tion taxation 

53’8 

Proportion of benefit to tax burden 80% 

TOTAL 

67*8 


The taxes paid are no doubt more than the value of the social 
benefits received, but nevertheless a very large part of the tax 
paid does come back to them. The difference in position in India 
will be seen from the following statement. 

TABLE 


Burden of taxation and benefit of social services (Rupees per 


copita ) 52 


1939-40 1948-49 1949-50 1950-51 1951-52 1952-53 1953 - 

Customs duties 

2-5 

5*0 

4‘8 

4*4 

6*4 

5*3 

4*7 

Central excise 

0*24 

2*0 

2*8 

1*9 

2*3 

2*4 

2*6 

Provincial excise 

1*2 

1*4 

1*1 

1*3 

1*4 

1*7 

17 

Land Tax 

0*92 

1*04 

1*1 

1*4 

1 3 

18 

1*9 

Sales Tax 

0 03 

1*4 

19 

15 

1*5 

1*4 

1*5 

TOTAL 

4*89 

1084 

11*7 

10 5 

129 

12*6 

12*4 

Social Service 

0*6 

2*1 

2*8 

2*8 

3*3 

3*4 

3*4 

Expenditure per 
capital in Rs. 

Proportion of 
benefit to burden 

12 

0 / 

/o 

20 

25 

27 

23 

27 

27 


50. The Economist. 1.4.50. “The Cost of Social Welfare." 

51. Ibid . Table IV. The figures arc per family, per week in 1948. 

52. The group is below the income tax level and only five major taxes are 
considered. 
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It is clear that a large part of what the poorer sections pay 
is not returned to them. The funds flow out of the group for 
other national purposes. This is partly the result of inadequate 
national resources to finance the administration, partly of the tax 
structure in which indirect taxes predominate, and partly of the 
very late recognition of a Welfare State as the ideal. If, therefore, 
social service expenditures are broadly regarded as a measure of a 
State’s contribution to social justice, it will be clear that not much 
has been done in this direction from the expenditure side. 

The Five Year Plan (1951-1956) makes a start in this respect. 
It provides 63 for a total expenditure of Rs. 340 crores on social 
services, of which Rs. 150 crores are for education, about Rs. 100 
crores for medical and health services. Rs. 49 crores for housing, 
Rs. 29 crores for backward classes, nearly Rs 7 crores for labour 
welfare, and the balance for assisting voluntary social welfare 
organisations. In the States, the Plan contemplates only a limited 
degree of expansion in social services. In the sphere of health, the 
Centre’s activities will be coordinated with those of the States. 
It is also part of the Plan to construct 150,000 houses for industrial 
labour at a cost of Rs. 38*5 crores. 

Physical Security Expenditure 

All through recent years, large sums have been spent on 
physical security services, comprising administration, internal and 
external security, debt services and a host of miscellaneous items 54 
In 1939 the expenditure was about Rs. 160 crores. During the 
war, expenditures under this head, particularly on defence, naturally 
increased, and the annual average outlay by the Centre alone was 
about Rs. 331 crores over the period 1940-45. The succeeding three 
years showed a gradual reduction, but since 1948, there has been 
again a rapid growth, the aggregate Central and State expenditures 
setting up a new record each succeeding year, reaching a level of 
Rs. 527 crores in 1953-54. (B. E.) 

The aggregate expenditure of the Union Government on 
physical security was Rs. 108 crores in 1939, Rs. 289 crores in 1949 
and Rs. 388 crores in 1953, which, on a per capita basis, works out to 
Rs. 3‘0, Rs. 71 and Rs. 10'8 respectively in the three years. Over the 
period 1948—54, it has grown by about 38 per cent. Administrative 

53. First Five Year Plan (1952), Pages 83-84 and chapters XXXII and 
following. 

54. For details under this head vide Appendix B. 
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expenditure doubled between 1939 and 1949 and again between 
1949 and 1953, while under internal security the increase was 
twofold in the decade after 1939 and from Rs. 246 crores to Rs. 347 
crores in the next quinquennium. Defence outlay expanded 
threefold in the decade ending with 1949 and by about a third in 
the next five years. 

While these trends in money expenditure are striking, they are 
less surprising when adjusted to price changes. Prices rose so rapi¬ 
dly between 1939 and 1949 that, though the per capita aggregate 
expenditure was doubled, it was in real terms Rs. 3*0 in 1939 and 
Rs. 1*6 a decade later i.e. it was reduced by 50 per cent. Since 
1949. the physical security outlay of the Union Government has 
been steadily on the up grade. 

The trend is rather disquieting, and we may, therefore, analyse 
at greater length the major sub-groups, particularly defence and 
civil expenditure. 

Defence Outlay 

Defence is in India, as elsewhere, a Central function, and 
expenditure on it has long been in the public eye, for its magnitude 
as for its psychological implications, Till the close of British rule 
it was the favourite target of attack ; recently, criticism along the 
old lines has again been advanced in responsible quarters. 

In analysing below the defence outlay, 55 I have included 
capital disbursements on defence, because the burden imposed, or 
the benefit conferred in any year, must be judged in terms of 
deductions from, or additions to, the national income, and. 
whatever its accounting aspect, capital outlay in any year is a 
deduction from the national income of that year. This is parti¬ 
cularly so since defence is not economically productive investment, 
needing separation of revenue and capital heads. 

Consideration of the aggregate outlay brings cut two features. 
Firstly defence expenditure since the war has been at a much 
higher level than before it. In the 'thirties it was of the order of 
Rs. 50 crores but by the early forties’ it was already sevenfold 


55. Vide Table X. 
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larger. Judging from the subsequent trend in India, the course of 
world events, and the developments in defence technique and 
policy, it does not seem likely that it could be brought down to 
anywhere near the old prewar level ; defence has become expensive, 
and India has to build a more balanced force. A more balanced force 
means that the naval and air wings can no longer be neglected, and 
that the land forces cannot be over-emphasized as in the British 
days. The Army is still, as in other countries, the major partner in 
spending, but its relative share has been falling. Expenditure on the 
Navy and the Air Force his bee a incireisi.ig rapidly, from Rs. 8 and 
Rs. 4 crores respectively in 1348, to Rs 11 and Rs 8 crores in 1950-51 
and Rs. 11 and Rs. 22 crores in 1052-53. If the political backgrounds 
had been normal, demobilisation and retrenchment, set afoot after 
the war, would have continued; but the abnormal conditions created 
by the Partition, and the repercussions, have halted these trends 
and have, in fact, even caused a rise in the outlay. The sudden and 
considerable increase in defence expenditure in 1048-49 is traceable 
to the Kashmir troubles. 5 * 5 “It was only in July-August 1940,” 
explained the Finance Minister, 57 “that the cease fire line was agreed 
upon and demircated, and since then there has not been much 
progress towards the conclusion of a truce agreement or the 
progressive withdrawal of the enemy forces from Kashmir. In 
these cir cumstances an increase (Rs. 12'7 crores) over the original 
budget provision (Rs 157‘4 crores) is inevitable.” 

This then is the second feature : the tendency towards 
continued increase. Thus, in 1)51-51 the expenditure was Rs. 181‘8 
crores, partly on account of a reshuffling of the capital and revenue 
heads under defence, 58 and partly because of the integration of the 
Indian State forces. 59 The litter accounted for about Rs. 8 crores 
but, from the broader standpoint of the country, was in the nature 
of a book-keeping adjustment since an amount of the same 
magnitude was already being spent by the Part B States. The 
defence integration did of course lead to reorganisation of the former 
State forces (e.g. in the terms and conditions of service) ancf 
therefore to a little more expenditure. Another reason for the 
increase has been the welcome attention paid to the 

56. Budget Speech , 1949-50, para. 16. The Hyderabad police action also 

contributed its share. 

57. Budget Speech 1950-51, page 10. 

58. Budget Speech 1951-52, para 34. 

59. White Paper on the Budget 1950-51, para. 52. 
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growth of the Navy and the Air Force. Economy under the Army 
head was pursued. “As regards the Navy and Air Force,” 
observed the Finance Minister 60 , ......these two services are in the 

process of being built up...the reduction in the Armed 

Forces relates solely to the Army and the expansion and develop¬ 
ment of the two other nascent services have to go forward.” 

In presenting the Budget for 1951-52, 61 the Government 
enunciated the principle that the problem of securing economies in 
defence expenditure had to be considered in the context of the 
security requirements of the country and of the need to maintain the 
efficiency of the service. Attempts were made to economise, but 
defence expenditure was bound to expand. Thus, in 1951-52 
the revenue outlay alone touched Rs. 186 crores, and the tempo was 
kept up in the next two years at Rs. 210 crores. A plan for the 
reduction in the strength of the Army was intended to become 
effective in 1951-52 but could not be implemented 02 . For, “so long 
as any danger to the country’s securiry exists, there can obviously 
be no question of a reduction in the size of the Army, without 
which it is not possible to secure an appreciable reduction in the 
size of the defence budget.” 

Though the absolute outlay was growing, relatively the share 
of defence in the total expenditure was shrinking. Thus, while 
defence accounted for 58 per cent of the total in 1948-49, its 
share fell to 46 per cent in 1950-51. 42 per cent in 1951-52 and 47 
per cent in 1952-53, compared to the War average of 62 per cent 
and the pre-war figure of 52 per cent. 63 This comparison also 
brings out the incidence of the Kashmir trouble as well as the 
determination of the Government to reduce the burden, while 
creating a more balanced force. The problem of economy was 
constantly kept under review and various ecoonomy measures were 
attempted. 64 In 1952-53. 65 for instance, a critical examination of the 
organisation of the armed forces was undertaken. 

The burden of defence may also be assessed in terms of per 
capita expenditure. As compared with a per capita outlay of Rs. 

60. Budget Speech 1951-52, para. 35. 

61. Ibid. para. 37. 

62. White Paper on the General (interim) Budget, 1952-53, para. 33. 

63. Vide Table, X. 

64. Budget Speech , 1951-52, para. 37. 

65. Ibid, 1952-53, para. 19. 




EXPENDITURE POLICY 


91 


14*6 in the War period, it was Rs. 8*4 in 1950-51 and Rs. 6*8 in 
1952-53. Apart from 1947-48 for which the data are not complete, 
a definite reduction between 1950 and 1952-53 may be observed. 
The high figure in 1948-49 was on account of essential capital 
outlay. Compared to the pre-War year, India, is no doubt 
spending per head thrice as much, but the rise in prices, the 
prevalence of abnormal conditions, the need for developing the 
Navy and the Air Force and, more immediate, the partition of 
the country have imposed a proportionately larger burden on both 
the neighbours. 

Inflation has in a way distorted the picture. If the outlay is 
adjusted to the prewar price level, a definite decrease in real terms 
may be noted even when compared to 1939. This becomes all the 
more significant when it is remembered that the per capita income 
has kept pace with the rise in prices, estimated at Rs. 65 in 1939and 
at Rs. 255 in 1949. 

Yet another way of assessing the burden of defence is in terms 
of national income. Between 1949 and 1952-3 there was an almost 
continuous fall in the proportion of the national income utilised 
for defence, and by 1952-53, it was no more than what it was in 
1939. This trend may be compared with that in the United Kingdom, 
where the percentage of national income diverted to defence 
went up from the prewar average of ll'l per cent to 19*8 per cent 
by 1949 ; it will be noticed also that India was devoting in all 
only about 3*2 per cent of its national income for defence, while 
the United Kingdom was spending four times as much. 

This is not to suggest that India should spend more or that the 
outlay is wisely distributed among the different categories of 
defence. Compared to her limited resources and the unlimited 
demands on them, Indian expenditure is large. The margin of 
revenue left over after meeting defence commitments is so slender 
that only the most intelligent forethought and the most rigorous 
economy can prevent it from being strained to the breaking point. 
But what are the basic principles of defence policy and expenditure ? 
An effective defence policy, as the Economist puts it, means one 
that prevents war from breaking out, and its planning means an 
assessment of what is needed, on a minimum basis, without frills ; 
one can then deduce what the cost should be. This is the opposite 
of the usual procedure, which is first to fix a sum of money that the 
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country can ‘afford’ and then to deduce how large the armed forces 
can be. It is difficult to estimate the additional financial and 
economic implications of defence. The trend of expenditures will 
probably be upward and not downward, partly because of conditions 
in the world and in the neighbourhood and partly because Indian 
defence spending has been deficient in one direction, namely in 
the production of weapons and in research, which are beginning to 
dominate questions of defence policy and expenditure in the world 
outside. It is financially less burdensome to prevent aggression by 
providing an adequate deterrent than to fight a war ; the emphasis on 
expenditure should therefore shift to preparedness and, especially, 
to expenditure on equipment. In Great Britain, the growing 
concentration on research and on production of equipment is 
indicated by her earmarking 24 per cent of the defence budget in 
1948 for these items, 283 per cent in 1949, and 31 per cent in the 
following year. The budgetary provisions for new weapons would 
grow rather than diminish with each succeeding year if the forces 
are to be efficient. The question is not how much the defence 
programme will cost, but whether it is technically adapted to 
serve its major purpose of averting a war. “In the present posture 
of world affairs, the state certainly cannot survive without 
spending enough to defend itself. In the most literal sense, defence 
expenditure is more necessary to the democratic welfare state than 
the social services themselves." 

The repercussions of defence expenditure on the economic 
problems facing the country have not, however, been favourable. 
The large outlay does not add directly to the economic productivity 
of the country, and does not therefore contribute to the solution of 
the long term problem of development, except in the very round¬ 
about way of providing security, one of the basic conditions of 
progress. It has added to inflationary pressures, since the expenditure 
represents a demand for goods and services with little addition to 
their supply. From the viewpoint of the short and long-term 
economic problems facing the country, the conclusion is inevitable 
that the considerable defence expenditure of the country has been 
a hindrance rather than a help. 

Civil expenditure 

Growth in civil expenditure is no less marked than in defence. 
While the course of defence outlay is partly determined by uncontroll- 
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able factors, administrative outlay is more controllable. Between 1939 
arid 1953 the expenditure, under this head expanded from Rs. 61 
crores to Rs. 183 crores, and it has been steadily mounting 
since 1948. Central expenditure has b.;en growing more rapidly 
than that of the States ; for example, while the States spent Rs. 
73 crores and Rs. 112 crores in 1948 and 1953 respectively, the 
Union Government’s disbursements 00 were Rs. 31 crores in 1948 
and Rs. 74 crores in 1953. Central civil outlay formed 12 per 
cent, 11 per cent and 19 per cent of the physical security expenses in 
1939, 1948 and 1953 respectively. 

The causes for this substantial growth are of two kinds: (a) 
general i. c., pertaining to the whole period (1947-53) and (b) 
special i. e„ relating to a particular year (e. g. 1950). The latter 
comprised in 1950 ,V7 such items as increased staff in the Commerce 
Ministry consequent on the control of foreign trade, increased staff 
in the audit department on account of increased work, expansion 
of the Prime Minister’s Secretariat, reorganisation of the Intelli¬ 
gence Bureau in the Home Ministry etc. It is difficult to judge 
how necessary these increases were ; in an inexperienced democracy, 
there is often needless expansion and considerable patronage. 08 
The ‘general’ causes are many. While reducing the area of 
administration, partition of the country introduced new problems 
like food scarcity, rehabilitation and extension of the land frontier. 
Freedom in its turn gave some old functions a new importance e. g. 
external affairs, and the concepts of the ‘Welfare State’ and of a 
planned economy introduced new functions and expanded old ones. 
Inflation led to an increase in wages, allowance and the costs of 
materials and stores, though the influence of these factors has been 
relatively small since salaries have not increased proportionately 
to the rise in prices. Integration of Indian States which gave 
rise to new problems, was an additional factor responsible for 
increased expenditure. At the same time there was a tightening- 
up in the administration of some departments e. g. in revenue 
collection which resulted in reduced collection costs ; thus the 
cost of collection was 9 per cent in 1939 and 7 per cent in 1950, 
indicating perhaps greater efficiency. 

66 . Includes General Administration, direct demand and audit. 

6'7. Explanatory Memorandum f< r 1950-51, page 146, 

68 . A. D. Gorwala Report on Public Administration (prepared for the Planning 
Commission) for the general trend. 



94 


FINANCIAL POLICY OF THE INDIAN UNION 


This brief review of the civil expenditure of the Union 
Government raises, however, two questions : cannot the functions 
be carried out less expensively ? and secondly, is there scope for 
economies ? 

Let us analyse broadly the nature of the expenditure heads, 
say, in 1951-52. Of the Rs. 374 crores of the Central Government’s 
disbursements, defence heads accounted for Rs. 181 crores and 
civil heads for Rs. 194 crores. Although small economies such as 
reduction in the scales of issue and better conservation of stores 
and equipment can be effected, high policy and security cosidera- 
tions rule out cuts of any significant magnitude. 

The Civil head of Rs. 194 crores can be broken down as below: 69 
Obligatory items Rs. 63 crores 

Administration „ 92 

Extraordinary items such as food ,, 64 

subsidies and rehabilitation 
Miscellaneous „ 5 

The obligatory group comprising of debt services (Rs. 37 
crores), fixed grants, prepartition payments etc. (Rs. 18 crores) and 
pensions (Rs. 8 crores) does not permit any cuts because of the 
obligatory nature of the expenditute. So also the ‘extraordinary’ 
items made up of food subsidies (Rs. 38 crores), expenditure on 
refugees (Rs. 10 crores), and emergency items (Rs. 12 crores) ; 
their presence is explained by certain special circumstances, and 
while these circumstances last there is a moral obligation on 
the State to continue the expenditures involved. The ‘miscel¬ 
laneous’ group is made of certain self-balancing items. 

Thus, the predictable field for economy is in the ‘Admistrative’ 
head of Rs. 92 crores, whose breakdown is, 70 

Rs. Crores 


Direct demands on revenue 

.167 

Civil administration 

... ... 

56 *6 

Post and telegraphs 

... 

11'3 

Currency and mint 

... ••• 

2*8 

Civil works 

... ... 

1‘6 

Minor heads 

. 

23 

9f8 


69. Vide. White Paper on General Budget, 1952-53 and Budget as passed. 

70. For purposes of this analysis, I have adopted the routine classification in 
the Union Budget as presented and as passed . 
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Any large cuts can be made only in the first two items, though 
even here the scope is limited. For a drastic reduction under 
‘direct demands 1 may have repercussions on revenue realisation, 
while ‘civil administration 1 includes also a few social and economic 
developmental heads such as medical, public health, education and 
agriculture, together accounting for Rs. 26 crores as below : 



Item No. in the Budget 

Crores 

Scientific 

(3b) 

5‘6 

Education 

(37.45) 

6‘4 

Medical 

(38-451 

25 

Agriculture 

(40-62) 

33 

Industries 

(43) 

5'4 

Aviation 

(44) 

31 

263 


We thus arrive at the basic civil administration expenditure of 
about Rs. 30 crores spread over general administration, audit, 
police, external affairs etc. The pace of increase in expenditure 
on administration and external affairs is almost alarming, though 
the amount involved is relatively small ; the former has grown by 
more than 600 per cent since 1939 and the latter, by 500 per cent 
since 1947. The breakdown of the expenditures on external affairs 
indicates the directions in which they have been expanding : 


Expenditure on External Affairs 1948-53. 71 



1947-48 

1948-49 

1949-50 

1950-51 

3951-52 

1952-53 

Embassies and 

missions 

26 

118 

154 

175 

186 

216 

High Commissions 

23 

66 

76 

81 

45 

46 

U. N. Contributions 

— 

36 

42 

49 

68 

67 

Miscellaneous 

34 

36 

39 

39 

110 

96 

Total 

83 

256 . 

311 

'393' 

.412 

496 


The continuous increase is accounted for differently in 
different years 73 (e. g. revision of allowances and effects of devalua¬ 
tion in 1950-51), and it is not easy to judge either the rationale of 
such expenditures or the validity of the popular criticisms of over¬ 
spending, overpaying and over-staffing of the foreign services. But 
in view of the popular feeling and of the low standards of living in 

71. Explanatory Memoranda to the Budgets. The figures are estimates and in 
lakhs of rupees. 

72, Ibid, 
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the country, economy under ‘External Affairs* would have a 
spectacular demonstration effect, even if it does not bring much 
direct financial advantage for countering inflation. 73 . 

A no less interesting trend in Central expenditures has been 
under the head 'Internal Security', comprising ‘police* and ‘justice’ 
and costing Rs. 07 crores in 1939 and Rs. 3*4 crores in 1953, ‘police* 
itself accounting for Rs, 0’3 and Rs. 3 2 crores in the two years. 
Although internal security is mainly the responsibility of the States, 
the Centre’s share arises f:om the centrally controlled areas, some 
special departments, the Supreme Court and similar items. The 
tenfold increase under 'police* is partly explained by increased 
centrally administered areas, partly by high price allowances, 
partly by the repercussions of the Partition and partly by the 
internal political movements. However the question is still relevant 
whether all these factors justify the the tenfold increase, 

There have been also changes in the volume of expenditure 
by way of debt services. There has been a continuous increase 
since 1939—from Rs. 45 crores in that year to Rs. 79 crores in 1953. 
There is, however nothing surprising in this increase, the steady 
growth in interest charges being partly due to the War and partly due 
to the deficits on account of developmental expenditures. There has 
also been a considerable expansion in the ‘miscellaneous* head, 
largely because of the problem of refugee rehabilitation. 

Economic Security Expenditure 

While ‘physical security’ outlay is to ensure preservation of 
freedom and of property, Social life and prosperity depend more 
directly on certain economic security’ services, whose significance 
is growing in under-developed countries which are in the process 
of planned development. 

Prior to 1947, developmental outlay in India was, by and 
large, limited, partly because of the individualist tradition, 
partly because of the transition from war to peace, and 
partly because of the political changes in the air. Still, the 
Central Government gradually turned more of its attention and 

73. Very recently the Deputy Minister for External Affairs observed that 
India would have to spend much more “If we want to have effective 
publicity abroad.” 

(The Hindu Weekly Review, Feb. 22,1954, p. \). 
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resources to economic services. 74 . A Planning Department was 
created in 1944 and the semblance of planned development for the 
next quinquennium was introduced in 1945. In 1946, for instance, 
the Centre provided Rs. 35 crores as grants for approved develop¬ 
ment schemes, though only Rs. 25 crores were utilised owing to the 
dearth of personnel and material. Agricultural development, 
technical training, research institutions, and river development 
schemes such as the Domodar Valley Project were taken in hand. 
But neither a full-fledged plan, nor whole-hearted acceptance of 
the leadership of the State in economic development, was there. 

Even before Free India was born, however, an altogether 
different note was sounded by the Indiamsed Central Government. 
In February 1947,Liaquat Ali, the Finance Minister, budgeted 
Rs. 45 crores as grants and Rs. 32 crores as loans, “in spite of 
deterioration in the Centre’s financial position”, “to secure the 
development and expansion of the productive capacity of the 
country”, and pleaded for “development on a provincial and 
regional basis” as long-term plans needed careful review. 76 These 
sums were in addition to the usual expenditure on the economic 
departments of the Government. 

After Independence, a marked change in the role of the State 
was noticeable. The party in power stood unequivocally for State 
initiative and participation in economic development, and had in 
the prewar years even instituted a National Planning Committee 
to evolve an economic plan. 77 In February 1948, an industrial 
policy bordering on socialisation was announced ; in the next two 
years the degree of State intervention continued to be examined 
and reconsidered, until the new policy of “mixed economy” 
emerged and developed in the Draft Five Year Plan of 1951. Thus, 
from 1947-48 onward, economic security and development have 
attracted greater attention and outlay. 

What exactly comprises economic security services is open 
to different interpretations. 78 . I have assumed that expenditure 

74. Budget Speech 1947-48 (February) paras. 37 and following. 

75. Ibid. paral35. 

76. Ibid. para. 33. 

77. The Committee’s labour was interrupted by the war and resulted years 
later in a series of volumes. 

78 In the Central budgets are mentioned seriatum items under “Civil 
Administration’' (e.g. agriculture, rural development, industries, etc.), 
civil works, irrigation and so on (Statements B and D of the Budget for 
1952-53 for example), while the Explanatory Memorandum (Statement..IX) 
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which directly contributes to economic advancement by providing 
basic facilities such as irrigation and transport, and the more 
obvious items such as agriculture and industries come under this 
heading. Even here, there is room for doubt. Thus, for instance, 
under the heading of agriculturg, there were, in 1952-53, 79 large 
sums spent on research institutions and also some amount on 
administration and on subsidising of food imports. Are the latter 
developmental items to be placed under economic security ? 
Moreover, very substantial grants in aid were given to the States 89 
under Articles 273, 275(1) and so on. Much of this is really in the 
nature of political compensation. However, as it is very difficult 
to judge their nature and significance, I have ventured to regard 
them on the whole as economic in character, so as to give the 
broadest interpretation. 

The expenditure on economic services figures in both the 
revenue and capital outlays of the Union and the State Governments. 
A considerable amount spent by the States is out of the Central 
loans and grants which are already accounted for under the Union 
heads. While it is true that it is aggregate of the Union and State 
outlay under the capital and revenue heads that should really be 
considered in tracing the trends over a period, such a procedure 
is impossible in view of the fact that part B States were separate 
entities until 1950. For these reasons, and also because this study 
is related to Union Finances, the national aggregate is referred to 
below only in passing. 

The economic security expenditure of the Union Government 
on revenue account has shown a steady and continuous expansion 
since 1948-49, being Rs. 121 crores or Rs. 3‘3 per capita in 1952-53, 
as compared with Rs. 59 crores or Rs. 1‘6 per capita, and Rs. 47 
crores or 1'3 per capita i.i 1948 and 1939 respectively. This trend 
is evident in all the sub-groups. 

The ‘protective’ group of economic security services comprises 
railways, ports, post and telegraphs, and similar items which are not 

details “developmental expenditure” under capital and revenue headings 
and including social service items. The Memorandum headings are 
however a part of the Budgetary headings and have been treated below 
as such. I have adopted the Budgetary headings as representative of 
economic services. 

79 Explanatory Memorandum Budget for 1952-53 pp. 326-27. 

80, Ibid. pp. 320-21. 
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only of basic importance to the economy but are also of all-India 
interest and serve non-economic purposes Its relative importance 
has diminished in the post-war period. The Union Government is 
chiefly responsible for the outlay on this group ; perhaps the only 
basic head under State control is Irrigation, but even here, since 
1951 the planned irrigation works and the multi-purpose project 
are largely financed and controlled by the Centre partly because of 
the magnitude of the capital outlay, partly because the projects 
affect more than one State and partly also because irrigation is not 
the only objective of some of these schemes. 

The ‘service’ group, on the contrary presents a different picture. 
Comprising items benefiting particular States and needing 
adaptation to particular environments, e.g. agriculture and public 
works, this head is less important in the Union Governments 
budget. The Centre, no doubt, expended about Rs. 2'2 crores in 
1952-53, as compared with Rs.9 crores in 1948 and Rs.3 crores in 1939 
but, the trend towards provincialisation is more marked since 1948 
and particularly under the Five-Year Plan. This becomes evident 
when we turn, for example, to agriculture, on which the Centre 
spent Rs. 0’4 crores and Rs. 3’2 crores in 1939 and 1952 as against the 
State outlay of Rs. 2*3 crores and Rs. 38 crores in the same two 
years. A considerble part of the State expenditure is of course 
from Central grants and loans, but the direct and immediate 
spending authority is not the Centre. 

The ‘commercial’ group of economic security items consists 
mainly of industries which are more directly productive than either 
of the foregoing groups. In the pre war years, the Central 
Government spent hardly a few lakhs, and in 1952-53 also it was 
only of the order of Rs. 5 crores on revenue account, but the States 
have been spending a considerable amount, nearly thrice as much 
in 1952 as in 1939. Very broadly, a division of responsibility 
underlies the revenue outlay on economic security, the Central 
Government directly looking after the protective or basic group, 
and the States the other two, more particularly the ‘service* group. 

Although the expansion in Union expenditures is marked, its 
real benefits have been largely offset by inflationary trends. 81 In 
terms of pre war prices, the per capita expenditure was less than a 
rupee in 1952 compared to Rs. 1’3 in 1939, while the nominal outlay 
amounted to Rs. 3*3 and Rs. 13 in the two years respectively. 


81. Table XI. 
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Looking at it again from another angle, in 1952,1*2 per cent of the 
national income was devoted by the Central Government to 
economic services as against 2*0 per cent in the pre war year. It is, 
no doubt, true that, even in real terms and as a percentage of 
national income, the Union Government’s outlay on revenue amount 
has been steadily growing since 1948, but the consequences of 
inflation on nation-building expenditures are a matter of serious 
concern. 

Let us look at the capital outlay of the Union. 82 Growth in 
money outlay is again evident in the increase between 1941 and 

1951- 52. The capital outlay per capita approximately doubled 
itself in the five years. But again, inflation was responsible for 
limiting the scale of development that could be financed 
by this expansion, although the real outlay in this case was larger in 

1952- 53 than in 1948. There has also been a larger share of the 
national income utilised for development. Tne increasing advances 
to the States indicate how they are being made the media for 
development, as the size of the country, and the constitutional 
position of the States, controlling developmental functions make 
such a shift inevitable and desirable. 

Since 1951, the Five Year Plan has introduced a new outlook 
on economic development and on expenditure associated with it. 
Envisaging an outlay of Rs. 2069 crores over the period 1951-56, the 

Plan relies considerably on Central and State budgetary 
contributions. 

The planned developmental expenditure is as below. 81 

Planned outlay Central Share State Share 
Crores Rs. % of total Crores Rs. % % of total 


I. Agriculture etc. 


Agriculture 

361 

17'5 

186 

52 

48 

Irrigation and 

Power 

561 

271 

266 

48 

52 

II. Transport & 

Communication 

497 

24 - 0 

410 

85 

15 

III. Industry 

173 

8'4 

146 

84 

16 

IV. Miscellaneous 

52 

2-5 

41 

80 

20 

Total : Economic 





developments 

1644 

795 

1048 

64 

36 

V. Social Services 

425 

20‘5 

191 

45 

55 


2069 

100 

'1240 

60 

40 


82. Table XIV. 

83. First Five Year Plan, statement I and p. 73; since 1953 it has been 
increased by Rs. 175 crores. 
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Three important features stand out. First, the emphasis on 
agriculture, noticeable in the capital outlay since 1948, has been 
maintained. Thus in the course of 1948-50, the three years preced¬ 
ing the Plan, agriculture including irrigation and power accounted 
for a little over one half of the Central capital expenditures 84 (an 
average of Rs. 60 crores out of Rs. 110 crores, i.e. 54 per cent) while, 
in the Plan, they account for 45 per cent. This is a sound policy 
in view of the agricultural basis of the Indian economy, of the need 
to develop a natural and raw material base for industrial 
development, 85 and of the need to meet the recurring problem of 
food shortage. 

Secondly, in the basic service items, particularly in irrigation 
and power, the Centre necessarily dominates, partly because the 
projects are multi-purpose ahd partly because of their inter-Statc 
spread. In the attention paid to the other basic item, namely 
transport, the Plan continues the earlier policy. Thus the average 
capital outlay in 1948-50 was about Rs. 31 crores out of Rs. 110 
crores. i.e. about 28 per cent, while the Plan has provided 24% of 
the total outlay. This emphasis is again because of the political 
and strategic significance of transport and of the need to facilitate 
economic development. 

The third feature is that the Central outlay is larger than that 
of the States 80 : 

1951-56 (Rs. Crores) 


Savings from current 

Centre 

States 

Total 

revenues 

160 

408 

568 

Railways 

170 

— 

170 

Pubiic loans 

36 

79 

115 

Small savings 

270 

— 

270 

Deposits 

_90 

45 

135 

Total 

Foreign assistance 

726 

532 

1258 

156 

1414 


84. Vide Table X. 

85. First Five-Year Plan, p. 44. 

86. First Five-Year Plan p. 55 A slightly modifed but later account is in the 
I.M.F. Report —Economic Development with Stability (1953). 
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An amount of Rs. 655 crores will have to be found 87 from 
external sources, internal taxation or/and deficit financing. The 
latest estimate is that of the International Monetary Fund Mission 
(29th December 1953,) 86 

1951-56 
(Rs. Crores) 

Total budgetary sources 1258 

Foreign aid assured 156 

Deficit financing 290 

Additional foreign aid, 

borrowing, taxation, or deficit financing 365 

2069 

Deferring for a moment the consideration of the nature and 
possibilities of the projected scheme of financing economic 
development in relation to stability and inflation, let us consider a 
little further the distribution of expenditure. 89 Irrigation and 
power claim Rs. 561 crores, of which Rs. 266 crores are for multi¬ 
purpose projects. Agriculture proper, community projects and 
veterinary and animal husbandry account for 82 per cent of the 
total Rs. 360 crores devoted to the broad head of agriculture. The 
expenditure on community projects is entirely in Central hands 
while the States are predominant in the other heads of expendi¬ 
ture, This is partly because community projects are financed to 
some extent from external grants and partly because they are 
still in the experimental stage. The multi-purpose projects are 
completely under Central control, whereas the irrigation and power 
projects are equally completely with the States. 

A similar feature may be observed under transport. Outlay 
on railways shipping, aviation, post and telegraphs and broadcasting 
are solely of Central concern, just as road transport is that of the 
States ; the only important head of outlay divided between the two 
Governments is roads. The Central heads of railways and posts 
and telegraphs claim 60 per cent of the total outlay under transport 
and communications. 

Industry has a very minor role in the Five-Year Plan, 90 with 


87. Ibid. p. 74. 

88. Report , p. 36. 

89. Vide Tables XIV and XV. 

90. First Five Year Plan, p. 44. 
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only 8 per cent of the planned outlay. Of the total sum of Rs. 173 
crores, large scale industries take the lion’s share of 80 per cent, of 
which the Centre controls 90 per cent ; the centre also controls the 
whole expenditure in research and mineral development. The 
reason for this is the primary need for developing key industries 91 
such as iron and steel, machinery, fertilisers and chemicals. 

Thus the main characteristic of the plan is its greater emphasis 
on long term agricultural, transport and industrial needs. This bias 
arises from the basic conception that the public sector must 
concentrate on building the foundation of development, leaving the 
consumption goods industries to the private sector, a functional 
division underlyidg the “mixed economy” and inevitable perhaps 
when resources arc limited. 92 

It is not possible to assess the extent and direction of the 
actual developmental expenditure under the r plan in the period 
1951-54, as the Progress of the Plan 93 describes the physical achieve¬ 
ments ond not the outlay, except in a few items like irrigation 
and education. The overall expenditure to the end of 1953 was 
very nearly Rs. 1000 crores. 91 In the first two years, 1951-53, the 
programmes had to follow the Draft Plan 9:> ; in 1951-52, taking the 
Centre and States together, the whole development expenditure 
was only about Rs. 262 crores but, by the next year, larger 
investment programmes were effected, showing an increase of Rs. 110 
crores over the last unplanned year, 1950-51. Sixty per cent of 
this increase was accounted for by the Centre, mainly on account 
of multi-purpose projects, rehabilitation and communication and 
industrial schemes. By 1953-54. the Final Plan was put into 
operation and the budgeted outlay was Rs. 413 crores, or 84 per 
cent more than in 1950-51. 96 A larger outlay was not possible 
because some of the States did not have the necessary administra¬ 
tive machinery and so the first task in several of them was to 
organise a minimum machinery of administration, specially in the 
field of development, 97 

91. Ibid, Chapter XXIX. 

92. An assessment of the plan as such is not relevant to the subject matter of 
this book. 

93. Government of India 1954, January. 

94. The Progress of the Plan, p. 6. 

95. Prepared in July 1951. 

96. The Progress of the Plan , p. 6, 

97. Ibid. 
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The Plan has been technically in operation since 1951, but 
really only since 1953 when the final scheme was adopted. It is, 
therefore, too early to evaluate its success. There are, however, 
two problems whose relevance and importance will be obvious : 

(a) the significance of the developmental expenditure to the 
short term problem , and 

(b) the implications of the method of raising resources through 

deficit financing. 

We noted above that the short term problem of inflation 
demanded a threefold approach : reduction of purchasing power in 
the community through taxation, economy in government outlay, 
and increase in the supply of goods. The first one is a question of 
tax policy. It was also pointed out that, whatever the reason, 
there has not only been no overall reduction in expenditure, but 
that there has been an increase from Rs 288 crores in 1939, to 
Rs. 914 crores in 1949, and Rs. 1128 crores in 1953-54. ns That is, 
viewed in quantitative money terms, economy was not practised. In 
real terms, per capita real outlay has been continuously increasing, 
though the rate of expansion has been slow on account of the 
inflation itself. Analysed in terms of the direction of expenditure, 
i.e. the kind of expenditure that should be reduced, to cut down 
purchasing power, or in certain cases increased to augment output 
of goods, government policy has not been disinflationary, as the 
expenditure on defence and civil items, which accelerate inflation, 
has continued to increase. 

These devices not being effective, the Government has turned 
to economic development as its main anti-infationary weapon. 
What is the effect of increasing economic security expenditure on 
inflation ? Is developmental expenditure really inflationary ? 
The answer depends not on how much is spent but how 
it is raised and spent. The Government can raise funds in three 
ways : (i) by taxes and internal loans, direct from citizens, (ii) 
by external borrowing, and (iii) through deficit financing. Not all 
these have the same effect however. Taxes are paid either out of 
current income or by dishoarding. If they are paid out of current 
income. Government utilisation of the receipts cannot add to the 
community’s purchasing power. If payment to government, 


98. Vide Table VII. 
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especially by way of contributions to internal loans, is by dishoarding, 
there is an increase in money. If we accept the thesis that the 
raising of funds in this manner adds to inflation, then, compulsory 
savings and loans and any increase in indirect taxation in order to 
reduce spendable income, ceases to be disinflationary. For, 
dishoarding would become inevitable to replace purchasing power 
paid in taxes or loans on government account. Unless, therefore, 
dishoarding is less than the contributions to Government, and the 
Government does not spend the loan or tax receipts within the 
country, inflation cannot be reduced. In other words, the short 
term effects of taxation and internal loans are the same whether 
they are for capital outlay purpose or for reducing consumption 
expenditure. 

Financing government outlay through bank credit or note issue 
results in a definite addition to the circulating medium, and is 
therefore inflationary On the other hand, external loans, when 
utilised, are anti-inflationary. 

More important is the way the funds are utilised. If it takes 
the form of transfer expenditure, inflation is not reduced. The 
same effect would follow if the funds are utilised for purchasing 
consumer goods and services within the country e. g., the outlay 
on physical and Social Security Services in India. But if the outlay 
is on developmental services, the effect may be different. “The 
crux of the problem of inflation” once observed the Indian Finance 
Minister, 90 “is increased production. I do not believe that the 
monetary factor of inflation is as important in this country as in 
others. If we want to find a solution of the problem of inflation 
we can do so effectively only by increasing the quantity of goods 
and services available in the country.” 

This raises the issue of State versus private enterprise in 
increasing production. The desirability of the State undertaking 
economic activity is a matter of opinion. The Indian Government 
has accepted “mixed economy” as a practical proposition and regards 
State participation as desirable. But, should State outlay be on 
basic and key industries only, or also on secondary and consumers* 
goods ? Mixed economy regards the former as largely a State 
monopoly but gives great latitude to private enterprise with regard 


99. Budget Speech 1950*51, page 4. 
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to the latter, The Union Government’s capital outlay has been 
mainly on the former ; for instance, in 1953-51, out of Rs. 136 crores 
of capital expenditure, Rs. 127 crores were on the “basic” and 
“service" groups, and between 1943 and 1951 more than Rs. 400 
crores out of Rs. 455 crores have been on these services. The 
whole approach of the Five Year Plan involves emphasis on these 
groups. Much of this is of indirect and long-range benefit, so that 
an immediate increase in consumers’ goods cannot result from 
State expenditure. Such long range schemes, invaluable as they 
are from the developmental standpoint, are not only not dis¬ 
inflationary but could be, if not properly timed, positively 
inflationary. For, to the extent that money is spent at home, 
they add to the demand for goods and services but not immediately 
to the supply of goods. A reduction in long range capital 
expenditure would reduce the pressure on limited supplies of 
goods, and no doubt, mitigate the inflationary evil. 

A redirection of such expenditure towards short range 
projects of production, particularly of consumers’ goods, would 
reduce inflation, but may not add to the economic strength and 
self-sufficiency of the country. Thus, an analysis of the problem 
suggests a conflict between the short and long period objectives. 

Before analysing the question of the proposed deficit financing 
of economic development, let us enquire how the Union and State 
Governments have actually found the funds. As pointed out 
already, Rs. 1258 crores out of the total planned outlay of Rs. 2069 
crores were estimated to come through the normal budgetary 
sources and Rs. 156 crores through external assistance. In 1951-52, 
the entire planned amount was not spent, leaving in consequence 
a surplus, but in 1952-53 there was a budgetary deficit of Rs. 120 
crores and a part of this resulted in net creation of purchasing 
power. Apart from this created money, the rest of the financing 
process could not be inflationary since it involved merely a transfer 
of purchasing power from the people to the Government and may 
even be considered dis-inflationary as the expenditure under the 
plan could be expected to increase the supply of consumer goods, 
even if only after a time lag. 
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Deficit Financing 100 

A substantial portion of the developmental expenditure under 
the Plan—Rs. 290 crores out of Rs. 2069 crores—is to be met 
through drawing upon cash balances and borrowing from the 
Reserve Bank. The rate of deficit financing is expected to be 
about Rs. 60 crores a year. In 1951-52, the first year of the Plan, 
there was no need to resort to it because of unusually large 
receipts from export duties and from income tax. In the next two 
years, particulars in 1953-54, deficit financing was more prominent. 
In that year, the Finance Minister openly advocated this measure, 
since inflationary pressures had been brought under control and 
the climate seemed suitable for raising the scale of developmental 
expenditure. “I am satisfied,” said the Minister, 101 “that taking 
all circumstances into account, we are not taking any risk”. In the 
budgets for 1954-55, deficit financing was increased to Rs. 250 crores. 

Resort to created money in financial difficulties is anold device 
in India. Budgetary deficits, in fact, began with the War and 
were met by borrowing as well as by creation of money, though 
for an unproductive purpose. After the war deficits continued 
but their origin was the growing emphasis on economic develop¬ 
ment. The increased developmental outlay was met by continuing 
the war device of creating money. Thus, in all the aggregate 
supply increased from Rs. 502 crores in 1940 to Rs. 2052 crores in 
1945 and Rs. 2140 crores in 1947, although, as a consequence of the 
disinflationary measures, the supply was reduced from 1949 
onwards : 

Money Supply 102 (Rs. crores) 


1940 502 

1945 2052 

1946 2135 

1947 2140 

1948 2028* 

1949 1873 

1950 1936 

1951 1876 

1952 1778 

1953 (November) 1820 


100. The problem only so far as it is relevant to the budgetary expenditure is 
discussed below. 

101. Budget Speech , 1953-54, para 38. 

102. International Financial Statistics, pages 104-105. 

♦The partition of the country reduced population by a fifth and area by a 
third, 
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The partition of the country in 1947 did not lead to a propor¬ 
tionate decrease in money supply ; per capita money supply in 1947 
was Rs. 59 and in 1949 Rs. 63. Financing development by resort 
to created money is. therefore in the old tradition, but its open 
acceptance as a policy is new. In 1954 the Finance Minister 
summed up his approach 103 as “development by the creation of 
money without incurring the danger of inflation". 

When other resources are inadequate to meet the planned 
investment, deficit financing may be the only way open. But the 
repercussions of this method of financing development directly on 
the short term problem of inflation and indirectly on^ development 
itself, depend on the timing, extent and direction of the outlay as 
well as the operating controls 101 In itself there is nothing unsound in 
creating money to cover expenditure. In times of deflation and 
depression, it might even be necessary to inject more purchasing 
power and to enlarge the demand for goods. Under normal coditions 
also, there may be little risk in doing it ; particularly when an 
inflationary situation has been more or less permanently 
contained and prices are steadily on the down grade, deficit 
financing is possibly not risky. But where inflationary pressure 
has been only temporarily halted, creation of new purchasing 
power assumes a different significance. 

Is inflation still persisting in India ? The Finance Minister 
has held that inflation has disappeared 105 and the Report of the 
Industrial Monetary Fund Mission has concurred : 106 “The monetary 
and fiscal authorities have succeeded in doing this (purging the 
economy of the forces of inflation) during the last few years ” 
“The inflation that impaired their economic position is an inflation 
of the past, not one of the present. 1 ’ 107 The test of inflation, 
according to the Report is whether aggregate demand exceeded 
the value of output at current prices. It is indicated by prices 
that are rising in the present not by those that have risen in the 
past, and the test is not whether prices now are higher than they 

103. Address to the Andhra Chamber of Commerce, Madras, January 25, 1954. 

104. The l.M.F. Report (1953) cn Economic Development with Stability, p. 41 
puts these slightly differently. 

105. Budget Speech 1953-54. 

106. J.Af J\ Report , pages 8 and 42. 

107. Ibid, p. 9. 
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formerly were. While the value of output can be assessed 
directly, aggregate demand can be gauged only indirectly through 
price changes. 

Before analysing the course of prices, one issue may be raised. 
Is inflation a condition of prices rising in a spiral, or can the 
pressure grow for some time and then temporarily get stabilised 
but still continue to be an inflationary pressure. If the former is 
true—that if the extent of price rise does not grow there is no 
inflation 103 —then India in 1951 suddenly swerved from a high 
inflationary economy to a de-flationary one. I suggest that the 
second interpretation would be the more correct i.e., when infla¬ 
tion is halted it does not disappear and. though its evils may not 
grow, they continue as of old. It is only when this situation 
continues for a long period and a new stable equilibrium at a 
higher price level is established, that is when the economy has 
adjusted itself to the new conditions, that can we claim the purging 
of the forces of inflation. 

What has been the trend of prices in the recent past ? The 
upward surge of prices was held in 1951. and by May 1952 prices 
had come down to 105 (Base 1948-103) ; this has been regarded cis 
the retreat of the inflationary tide. Since then the prices have 
touched 112 in August, 1953 and 105 in December 1953. Is this a 
mere functional price variation or the resurgence of inflationary 
pressures ? The Report of the Fund Mission suggests that the 
1953 rise in prices to a level 10 per cent more than in 1948 is evidence 
not of continuing inflation but of stabilisation. “There are few 
countries in which the price rise over the past few years has been 
so moderate.” 109 But 1948 itself was one of high inflationary 
pressure. “Inflationary pressure,” said the then Finance Minister 110 
"has-been the keynote of the present economy.” Although the 
pressure changed pluses meanwhile, the situation in 1953 should 
be regarded as inflationary as it was in 1948, though not more 
so. It is in this environment that deficit financing is under¬ 
taken. 

Let us look at the basic policy of the Five-Year Plan 111 . “The 

108. I Af.F. Report , p. 6. , ..^ 4 , 

109. Report, page 8. f 0 £* C- 

110. Budg3t Speech 1943-49, para 7. 

111. First Five-Year Plan , ppy 59-61. 
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scope for deficit financing at any particular time must be judged 
not so much in terms of movements in wholesale prices or in 
money supply, but rather in the light of the trends in the cost of 
living indices. When costs of living are higher increased purchasing 
power injected into the system is apt to lead to increased demand 
for the basic commodities of consumption and push up the cost of 
living still further.” Deficit financing is bound up with the policy of 
physical controls. If essentials, like food and clothing, are controlled, 
the dangers of deficit financing would to that extent be minimised. 
“The impact of larger money incomes would thus fall on other 
commodities and services which matter less from the point of view 
of the cost of living of the large majority of the people.” 

This is a sound policy, but what has been the practice ? 
Deficit financing has been undertaken for sometime now and the 
trend in the cost of living has been as follows : 112 . 


1948 (Base) 

100 

1949 

101 

1950 

103 

1951 

109 

1952 

111 

1953 

122 


Costs of living have been increasing, practically continuously 
during the last ye ir. It is not only high but is rising and thus the 
major condition for resorting to deficit financing is absent, and yet 
it is claimed that “the working class cost of living also shows 
reasonable stability. 113 An example of stability is perhaps the 
United States of America and that of reasonable stability, the 
United Kingdom. 114 The climate in India has been, on the other 
hand, hostile Moreover the physical controls, particularly over 
the essentials—another factor stressed in the Plan—have been 
relaxed, instead of strengthened, in the last two years. 

Under these circumstances—continuation of inflation at the 
1948 level, increasing cost of living, and relaxation of controls—is 
deficit financing of the order of Rs. 250 crores in 1954-55 alone, 
which is about 14 per cent of the aggregate money supply, a wise 

112. l.MF. Report, Table I. 

113. J.AT.F. Report, page 1. 

114. International Financial Statistics, February 1954, 
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step to take ? The I.M.F. Report states the general principle, 115 
that so long as the expansion of the money supply is no more than 
enough to finance the larger volume of production, consumption and 
investment at stable prices, it is not only not inflationary but is 
essential to the proper functioning of the economy. It estimates 
that if the economy develops as planned, the money supply needed 
without leading to inflation would be Rs. 1950 crores, and warns 
that the total amount of created money necessary would depend 
upon the actual developments in the economy. If the targets are 
not reached then even Rs. 1950 crores would not be needed. 

Let us accept this estimate and examine whether the amount 
suggested in the budget of 1954-55 together with the amount 
already created in 1952-54, come within the stipulated figure. The 
money supply in November 1953 was Rs. 1820 crores ; the 1954-55 
budget proposed an addition of Rs 250 crores, so that by April 1-55, 
the money supply would amount to Rs 2050 crores, which would be 
Rs. 100 crores more than is regarded as safe by 1956 on the 
assumption that the Plan is fully realised. “Excessive deficit financing 
is not consistent with a sound credit policy and can lead to inflation 
even if it is for the purpose of undertaking development.” 

As deficit financing is an aspect of credit policy, adjustments 
can be made in that policy as a whole. That is, if the aggregate of 
money supply of Rs. 1950 crores is not to be exceeded by 1956, and 
if deficit financing has to be of the order of Rs. 250 crores, then 
credit for the private sector could be reduced. But in a mixed 
economy, the needs of the private sector are no less urgent and 
economically no less justified than that of the Government. In 
other words, developmental finance as envisaged by the Govern¬ 
ment would inevitably increase inflation either by increasing the 
aggregate money supply, or by reducing private investment in 
consumer goods industries. “With uncertainty about how far the 
money supply can safely expand, any decision on the amount of 
deficit financing would have to be provisional. The Ministry of 
Finance should proceed cautiously, undertaking an amount of deficit 
financing that would appear warranted in the light of 
circumstances/’ 117 

115. Page 43. 

116. Ibid, pages 43-44. 

117. /.AtF. Mission Report, page 45. 
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The foregoing analysis of the Union economic security 
expenditure brings out some prominent features: a large money 
outlay is being made since 194S, and especially since 1951; its benefits 
have been offset to some extent by inflation ; there was no plan of 
expenditure during the period 1947-51, and though—since 195L there 
has been one, it has begun to operate only since 1953 ; the resort to 
deficit financing is fraught with dangerous consequences and may 
accelerate inflationary tendencies. 
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THE FINANCIAL DATA 

Financial changes and their effects on a country’s economy 
can be gauged only when the data are not merely adequate, 
accurate and comparable but arc presented in a significant form. 
Neither of these is true in the case of India, whose budget like, 
other financial data, deserves more fully than the American budget 
docs the remark of the Hoover Commission: “An inadequate 
document, poorly organized and improperly designed.” 1 Actuals 
or accounts are the most accurate data and, for the period under 
review, they are available up to 1951-52. Accounts have not 
been published and perhaps not yet finalized for the pre-partition 
period of 1947-48 or the post-partition months up to April 1948 : 
For the latter 7 1/2 months Revised Estimates are there, whereas 
even these are not available for the earlier months. It is generally 
the practice to present in the budget the Accounts, Revised 
Estimates and Budget Estimates together, for the previous, current 
and forthcoming years respectively. Significantly, the budget of 
1949-50 omits reference to 1947-48. I have, therefore, had to 
compare non-comparables—Accounts up to 1947, Budget Estimates 
for prepartition 1947-43, Revised Estimates for the first interim 
budget of 1947-4S, Accounts for the next four years. Revised 
Estimates for 1952-53, and Budget Estimates for 1953-54. 

The financial data are, thus, not only unscientifically presented 
but are also inadequate. Government finance is necessarily a 
part of the larger structure of national income and social accounts. 
A glance at any recent British budget and the accompanying 
information 2 , or the analysis of national finances in the Economist 3 
will indicate how the study of the budget has to be integrated 

1. This aspect has been discussed in detail in my The Reform of the Indian 
Budget (Rev. Father Carty Lectures at the University of Madras, 1951-52). 

2 e. g, The While Paper on National Income and Expenditure , 1946-49 
(CMD 7933) gives estimates for the years 1916 to 1949 compared with 
1938. 

3. e. g. Records and Statistics April 29, 1950, pp. 402-416. 

(115) , 



116 


FINANCIAL POLICY OF THE INDIAN UNION 


with social accounting. In India such a presentation is practically 
unknown and the Budgets and Accounts are merely statements of 
amounts raised and spent under different accounting heads. Nor 
does the Explanatory Memorandum take us any further. The 
implications of the Government’s financial policy, its effects on 
the national income, and its relation to the economic and social 
life of the community have not been either realized or studied. 
This state of affairs is partly because such an interpretation of 
public finance is very recent, and partly because data on national 
income and social accounting in India are meagre and in a nebulous 
stage. Little that is definite and precise is known about the 
quantum of national income and still less about its distribution 
among income groups. 4 

A further drawback arises from the Partition. Trends in Free 
India can be appreciated only in terms of the earlier conditions 
and policies. But the finances prior to 1947 relate to undivided 
India—larger and more populous, with more revenue as well as 
expenditure. Mere aggregates of revenue, expenditure or debt or 
of any sub-division thereof become distorted if compared with 
those of earlier years. I have, therefore, relied on per capita 
figures and on proportions while making comparisons. 

Yet another deficiency is that the budget statements and the 
Finance and Revenue Accounts present expenditure and revenue 
in the traditional form conforming to the accountant’s needs. An 
economic appraisal demands their re-presentation so as to bring 
out the social significance of the benefit and the burden. Conse¬ 
quently, a rearrangement has been attempted below. 5 The details 
of expenditure have been regrouped under the heads of physical, 
social and economic securities. 6 The first relates to the physical 
basis of the State. It includes all expenditure on protecting the 
political structure and ensuring the territorial integrity and 
stability of the body-politic. Social security refers to the ethical 

4. Compare the national income estimates of the Eastern Economist and of 
the Government of India. 

5. For a detailed account see my Carty Lectures ^ Op. Cit.) 

6. The reform of the budget is discussed by J R. Hicks: The Problem of 
Budgetary Reforms and a reclassification is suggested by Ursula K. Hicks 
in Finances of the British Government. The regrouping suggested above 
differs from the foregoing. Sometimes there have been groups termed 
security, social and develpmental sources, while in olden days, they 
were called the moral and material development expenses. 
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or moral basis of the State and is the reaction to the growth of 
individualistic capitalism and industrialism. All expenditure 
on guarding society against disease, squalor and ignorance and 
ensuring the stability of the social structure is brought under this 
head, which is rapidly growing in importance all over the world 
with the emergence of the Welfare State. “In general terms”, 
observed the Economist , 7 “social expenditure has been taken to 
cover payments for health, education, national insurance (including 
pension) and assistance family allowances, and food and housing 
subsidies—all those goods and services and insurance benefits 
which, if they are not paid for by a public authority, the average 
citizen would or should have to provide from his own pocket”. 
The touchstone of the progressive nature of an organisation 
has become the extent of social security expenditure. The third 
head, economic security, is traceable to the failure of the competi¬ 
tive system and to the growth of planned economies. It comprises 
items providing against economic disequilibrium and stagnation and 
ensuring full employment and optimum ulitisation of economic 
resources This approach has necessarily meant a thorough 
reshuffling of items of expenditure. It cannot be claimed that 
the regrouping is final or beyond controversy, but it serves to 
emphasise the broad trends in terms of their social significance. 
In passing, it may be noted that interest on ordinary and unfunded 
debt and sinking fund have been brought under 'physical security’ 
and ‘other obligations and transfers’ under ‘economic security’. 8 

Similarly, the receipts have been regrouped under three 
heads : direct taxes, indirect taxes and non-tax revenues, so as to 
assess the tax burden, its shift and its relation to the national 
income. With the same object, customs revenue has been studied 
under protective and revenue heads, while excises have been reclassi¬ 
fied as duties on consumers’ goods and producers’ goods, and the 
former, again, as luxuries and non-luxuries. The last classification is 
open to controversy as the concept of luxuries and non-luxuries is 
elastic e.g., tobacco has been regarded as a luxury by the Government 
of India whereas I have placed 1 it in the other group. These differen¬ 
ces may not, however, matter for purposes of broad assessment. 

7. The Economist April 1,1950, p. 694. 

8. For the details under these heads vide Combined Finance and Revenue 
Accounts . (Manager of Publications, Delhi). 
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Economic Indicators (India) 
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Abbreviations : R. B. I.—Reserve Bank of India Annual Report on Currency and Finance ; I. F. S.— International Financial 
Statistics (I. M. F.) ; E. E.- -Eastern Economist, New Delhi ; Capital— The Capital (Weekly) Calcutta. 
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Table II 


National Income by Origin 

Source : First Report of the National Income Committee. 


Items 

AGRICULTURE 

Agriculture, animal husbandry and 

Net Output 
(Rs. crores) 

Percentage 

ancillary activities 

4070 

46*7 

Forestry 

60 

0*7 

Fishery 

20 

(V2^ 

Total 

4150 

47’6 

MINING, MANUFACTURING AND HAND TRADES 


Mining 

60 

0 7 

Factory establishments 

580 

6*6 

Small enterprises 

860 

99 

Total 

1500 

172 

COMMERCE, TRANSPORT AND COMMUNICATIONS 


Communications 

30 

03 

Railways 

200 

23 

Organized banking and insurance 

50 

0'6 

Miscellaneous 

1420 

J163 

Total 

1700 

195 

OTHER SERVICES 

Professional and Liberal Arts 

320 

3*7 

Government Services (Administration) 

460 

53 

Domestic Service 

150 

17 

House Property 

J50 

_5j2 

Total 

1380 

159 

Net domestic product at factor cost 

8730 

1002 

Net earned income from abroad ( — ) 

20 

(-> 0 2 

Net national output at factor cost = national 

income 

8710 

1000 


Table VI 


Rupee Loans and Small Savings 


(Rs. crores) 


Fn i of 


1939 

1940 

1941 

1942 

1943 

1944 

1945 


March Amount Outstanding 

Rupee Loans Small Saving 


438 

141 

450 

135 

577 

109 

612 

96 

749 

93 

1,007 

118 

1,212 

159 


End of March Amount Outstanding 

Rupee Loans Small Saving 


1946 

1,492 

221 

1947 

1,524 

268 

1948 

1,513 

284 

1949 

1,476 

313 

1950 

1,550 

339 

1951 

1,438 

326 

1952 

1,406 

373 

1953 

1,390 

412 


Source : Report on Currency and Finance : Reserve Rank of India. 
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Table VII 

Expenditures—Aggregate—Overall Budget 

(Union and States : Sources: Budgets and Reports on Curreny and 

Finance) 


1939 

1947 

1948 

1949 

1950 

1951 

1952 

1953 

Values 

.40 -48 

REVENUE EXPENDITURE 

-49 

.50 

-51 

-52 

-53 

-54 


Total 209 

(204) 

672 

736 

736 

796 

813 

920 

Rs. crorcs 

Percentage of National 

Income 10.5 

. . 

7.9 

8.4 

8.4 

9.0 

10 

11 

Per cent 

Per Capita 7 

... 

19 

20 

20 

22 

24 

25 

Rs 

Per Capita index 1100 

... 

271 

286 

286 

314 

312 

357 

Index 

Per Capita adjusted 

to 1939 prices 7 

• • 

71 

74 

70 

72 

89 

(9) 

Rs... 

Per capita adjusted 

to 1939 index 100 

CAPITAL EXPENDITURE* 

101 

106 

100 

103 

107 

(129) 

Index 

Total 779 

(56) 

545 

262 

182 

441 

292 

148 

Rs. crores 

Percentage of National 

income 4.6 

. . 

6.3 

2.8 

2.9 

4.4 

3.1 

1.5 


Per Capita 3.0 

. . 

1.6 

7.0 

5.1 

12.3 

8.1 

4.0 

Rs. 

Total expenditure 283 

(260) 

1076 

914 

868 1237 

1105 

1128 

Rs. crores 

Percentage of National 

income 14 9 

. . 

19.2 

14 

12.4 13.4 

13.1 

12.5 

Per cent 


•Excludes expenditure under the plan. 
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Table IX (a) 

Physical Security Outlay (Union) (Lakhs of rupees) 
(Compiled from Budgets) 

Prc- Indian Union 

War War 



1939 : 

1940 

1947 

1948 

1949 

1950 

1951 

1952 

1953 


-40 

-45 

.48 

.49 

-50 

.51 

.52 

.53 

.54 

ADMINISTRATION 









Direct Demands 

386 

527 

545 

862 

1389 

1250 

1623 

3105 

3249 

General Administration 194 

331 

422 

740 

896 

889 

994 

1012 

1169 

Audit 

97 

109 

111 

227 

251 

351 

401 

44t» 

499 

From Representatives 

141 

147 

•. 

.. 

,. 

.. 

532 

492 

499 

Tribal areas 

189 

282 

53 

100 

124 

156 

174 

306 

378 

External affairs 

70 

103 

93 

286 

306 

364 

397 

451 

453 

Pensions 

28 

262 

144 

250 

21 

698 

322 

335 

336 


54 

128 

115 

232 

235 

154 

140 

282 

220 

Miscellaneous 

19 

107 

121 

194 

249 

332 

383 

346 

386 

Currency and Mint 

39 

161 

114 

213 

207 

255 

250 

304 

257 

Total 

1217 2160 

1618 

3104 

3678 

4449 

5216 

7109 

7446 

INTERNAL SECURITY 









Police 

34 

195 

73 

169 

209 

303 

379 

299 

325 

Jails and Justice 

39 

30 

14 

35 

37 

64 

61 

22 

22 

Total 

73 

225 

87 

204 

246 

367 

380 

321 

347 

EXTERNAL SECURITY 









Defence: effective 

4156 24926 

8364 

14663 

15283 

16683 17180 

19351 

19436 

Defence ; non-effective .. 

917 

768 

1226 

1370 

1499 

1486 

1560 

1542 

Gov't Defence 

870 

277 

1 

2 

2 

145 

134 

123 

120 

Total 

5026 26120 

9133 15891 

15655 

18337 18760 

21034 

21098 

DEBT SERVICE 










Ordinary Debt 

3507 3637 

1941 


3443 

3235 

6050 

6905 

7491 

Unfunded Debt 

704 

694 

432 

3752 






Sinking fund 

300 

300 

500 

500 

500 

500 

500 

500 

500 

Total 

4511 4631 

2873 

4252 

3943 

3735 

7459 

7405 

7991 

MISCELLANEOUS 










Famine and Refugees 

34 

16 

3625 

5207 

4747 

4434 

5622 

3027 

3388 

Total 

10861 33137 

13711 

28652 28719 : 

31322 37437 

38896 


Per Capita 

310 

915 

319 

7.1 

7.1 

7.9 

10.4 

10.8 


Adjusted to 1939 prices 

; 30 

.. 

1.3 

1.6 

1.6 

1.9 

2.4 

28 
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Table X 

Expenditure on Defence 
(Compiled from Budgets) 


Pre-war War Indian Union 



1939- 

1940- 

1947- 

1948- 

J949- 

1950- 

1951- 

1952- 


40 

41 48 

to 

1945-46 

49 

50 

51 

52 

53 

Effective 

4156 

24924 

8963 

13234 

15604 

16683 

17140 

19351 

Non-effective 

870 

783 

771 

1222 

1401 

1499 

1486 

1560 

Total 

5026 

25707 

9734 

14456 

17005 

18182 

18626 

20911 

Capital Outlay 

Total - Revenue and 

* 

8035 

... 

11055 

2160 

1175 

1615 

1700 

(Capital) 

5026 

33742 

9734 

25511 

19165 

19357 

20241 

22611 

Receipts 

Economic Analysis 

Per Capita defence 

72 

717 

460 

1287 

1291 

1769 

1358 

1117 

outlay :** 

Percentage of Central 

22 

14-6 

4’2 

11 1 

83 

84 

61 

68 

expenditure 

Ditto as % of Central and 

52 

67 

23 

58 

51 

46 

42 

46 

state expenditure 

25 

98 


4-3 

32 

3-2 

24 

2 6 

Ditto Per Capita index 
Ditto Per capita adjusted 

100 

664 

191 

500 

379 

380 

232 

309 

to price level (Base—1939) 2'2 

74 

14 

30 

22 

21 

1*4 

1*8 


♦The distinction between revenue and capital heads was introduced during World 
War II. 

♦♦Population excluding the Indian States till 1951 and inclusive later. 


Table XI 

Economic Security Expenditure—Revenue Account—Aggregate 


(Union and States) 

(Rs. lakhs) 




** 



*** 




1939- 

1947- 

1948- 

1949- 

1950- 

1951- 

1952- 

40 

EXPENDITURE GROUPS* 

48 

49 

50 

51 

52 

53 

Protective Group 

3672 

2651 

4928 

5205 

7934 

9365 

10453 

Service Group 

1426 


5090 

4969 

4021 

4281 

5317 

Commercial Group 

145 


2585 

1454 

1443 

1788 

1764 

Miscellaneous 

... 

... 

2960 

296 

1898 

2094 

2741 

Total 

Economic Analysis 

4943 

... 

15568 

11924 

15296 

17528 

29275 

Per capita Rs. 

Per capita adjusted to 

1*4 

... 

4 3 

3*3 

43 

48 

56 

1939 prices 

1*4 


1*2 

0*9 

11 

11 

15 

As % of National income 2 0 ... 17 

♦For details under this group sec Table XV. 

13 

17 

1*8 

27 

♦♦The periods 1947-50 and 
included after 1950. 

1950-53 

are 

not comparable 

as Part 

B States are 


♦♦♦Data for 1947 is not definite and complete. 
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Table XII 

Economic Security Expenditures (Union Revenue Account) 
(Compiled from Budgets) 

(Rs. lakhs) 


HEADS OF EXPENDITURE 
Protective or Basic Group 

1939-40 1947-48 1948-49 1949-50 1950-51 1951-52 1952-53 


Posts and Telegraphs 76 

54 

93 

96 

115 

129 

169 

Ports ane Pilotage 23 

32 

58 

71 

63 

71 

85 

Lighthouses 9 

5 

10 

7 

11 

15 

16 

Irrigation 

8 

5 

7 

21 

17 

17 

Transport 

Railways 2992 

1430 

3604 

3832 

5281 

6244 

6582 

Roads 


... 


.. 


... 

Aviation 35 

107 

187 

218 

288 

266 

279 

Miscellaneous 

432 

... 

.. 

... 

... 

... 

Total 3142 

2072 

3859 

4231 

5776 

6742 

7128 

Service Group 

Public Works 269 

628 

661 

653 

1038 

1359 

1798 

Veterinary 8 

18 

36 

31 

32 

32 

32 

Cooperation 1 

1 

1 

1 

3 

3 

09 

Agriculture and Rural 
Development 43 

339 

187 

128 

235 

223 

317 

Total 321 

987 

887 

813 

1208 

1611 

2156 

Commercial Group 

Salt Works 

92 

«• » 

... 

••• 

... 

... 

Industries and 

Supplies 8 


629 

513 

655 

546 

508 

Reconstruction, plan¬ 
ning and Develop¬ 
ment 

188 

259 

161 

139 

136 

5 

Forests 22 

... 

... 

.. 

... 

• • 

Ml 

Total 30 

280 

879 

674 

794 

682 

513 

Miscellaneous 

Grants-in-aid and 

land contributions 1200 

184 

295 

296 

1558 

1729 

2306 

Total 1200 

184 

295 

296 

1558 

1729 

2306 

Grand Total 4694 

3523 

5920 

6014 

9436 

10764 

12101 

Economic Analysis 

Per Capita Rs. 1 3 

ri 

1*6 

1*7 

2*6 

2*9 

3*3 

Per Capita adjusted 
prices 13 

0*4 

04 

05 

0*6 

07 

09 

National income% 2 0 

0*4 

06 

07 

ro 

11 

1*2 

Total expenditure% 
Population 35 

35 

36 

36 

37 

37 

37 

National income 65 

250 

255 

260 

270 

275 

280 

Prices 100 

308 

376 

386 

409 

439 

380 - 400 



Economic Security Expenditure :—Revenue Account—States (Rs. lakhs) 
(Source : R. B. 7. Bulletin , May 1953) 
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Table XIV 


Capital Expenditure (Union) 

Source : Reports on Currency and Finance Rs. Crores 



1947-48 

1948-49 

1949-50 

1950-51 

1951-52 

1952-1 

I 

a. 

CAPITAL OUTLAY 

Railways 16.7 

34 4 

34 2 

25.4 

19.7 

15.3 

b. 

Industrial development 6.1 

7.3 

9.1 

8.9 

8.9 

10.1 

c. 

Currency and Mint 0.7 

6.4 

79.5 

3.1 

03 

0.3 

d. 

Defence 

132 6 

1.9 

4.1 

16.1 

17.0 

e. 

Grant to state for 

development 20.3 

14 7 

17.0 

1.4 



f. 

Sterling pensions 

214 5 

-9 5 

-7.3 

-7.3 

-7.2 

g. 

Special dcvelopmcntFund.. 



150 

71.0 

10 0 

h. 

Appropriation to the 

-1.2 

-9 *4 

36^9 

33.4 

i. 

Others 12 7 

20.3 


Total 56.5 

408 7 

122.8 

70 9 

152 9 

689 

II 

DISCHARGE OF PER¬ 
MANENT DEBIT 59.5 

102-5 

68.7 

45.8 

91.6 

6.3 

III 

ADVANCES TO 

STATES 22 4 

31-3 

547 

61*4 

63.7 

72*8 

IV 

OTHER LOANS AND 
ADVANCES 2 3 

2-6 

15-6 

42 

121 

16 0 


Total 1307 

545.6 

262-0 

182 4 

313.3 

174 0 


Economic Analysis Capital Outlay on Economic Security 
(Items A, b, e, g, and i in I above, and items III and IV) 


Per capita 

„ adjusted to 1939 

2.3 

25 

3.4 

34 

5.8 

4.4 

prices 

0.8 

0.7 

0.9 

00.8 

1.3 

1.1 

In terms of national income 

09 

1.0 

1.3 

2.1 

1.6 

1.3 


Table XV 

Developmental Expenditure 

[Source : Budgets, Explanatory Memorandum] 
[Capital Outlay : Union : Rs. Lakhs]. 


AGRICULTURE 

1949-50 

7943 

1950-51 

3546 

1951-52 

4773 

1952-53 

9360 

Transport 

516 

587 

1010 

1205 

Industry 

1273 

756 

987 

805 

Miscellaneous 

134 

425 

521 

1256 

SOCIAL SERVICES 

336 

182 

61 

126 

Education 

136 

114 

59 

80 

Broadcasting 

96 

”8 

43 

Housing 

4 

2 

3 

Health 

••• 

••• 

• •• 

... 

Miscellaneous 

... 

... 

... 

•• 

Total 

1Q1Q3 

5524 

7425 

12729 
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Table XVI 

Developmental Expenditure 

Capital Outlay—States A and B (Lakhs rupees) 

(Source : May 1953) 

1951-52 1952-53 1953-54 


DEVELOPMENTAL 

A 

B 

Total 

A 

B 

Total 

A 

B 

Total 

Agriculture 

5909 

1300 

7209 

8790 

1780 

10570 

10231 

2171 

12402 

Transport 

1999 

268 

2267 

1581 

248 

1829 

2052 

274 

2326 

Industry 

97 

484 

581 

348 

199 

547 

235 

323 

557 

Miscellaneous 

8 

8 

16 

77 

17 

94 

160 

9 

169 

Total Developmental 

7969 

2060 10073 10796 

2244 

13040 

12678 

876 

15454 

Total Capital Outlay* 

10346 

2486 12832 10954 

1869 

11823 

12059 

2784 

14843 


♦Includes deductions on account of state trading and therefore outlay is less in 
1953-54. 
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Table XVII 


Revenue and Expenditure of the Indian Union 

(Crores of Rupees) 


1938. 

1948. 

1949. 

1950- 

1951. 

1952. 

1953. 

HEADS OF REVENUE 

39 

49 

50 

51 

52 

53 

54 

Customs 

40*51 

12616 

124*71 

157*15 

231*69 

177*00 

170*00 

Union Excise Duties 

8*66 

50*63 

67*85 

8578 

80*00 

94*00 

94*00 

Corporation Tax 

2*04 

62*26 

39*53 

4049 

41*41 

39 83 

36*62 

(Excess Profits Tax) 
Taxes on Income other 

... 

(1438) 

(3*98) 

(3*81) 

(1*03) 

(0 72) 

(0*85) 

than Corporation Tax 

15 24 

11950 

121*59 

132*73 

146*19 

130*17 

123*38 

(Excess Profits Tax) 


(8*11) 

(3*46) 

(249) 

(2*44) 

(181) 

(1*40) 

Currency and Mint 

0*58 

12*63 

11*22 

12*27 

11*30 

1077 

15 69 

(Profits of Reserve Bank) 
Net Contribution to 
General Revenues 

(0*20) 



* * 


(7*50) 

(12*50) 

Railways 

1*37 

7*34 

700 

6*50 

6*93 

7*68 

7*65 

Posts and Telegraphs 
Total Tax Collected 

0*19 

236 

2*38 

398 

3*43 

1*40 

0*40 

by the Centre 
Percentage of Tax on 
Income to Total Tax 

75*40 

361*73 

357*28 

404 52 

512*85 

42911 

425*34 

Revenue 

22*9 

50*2 

45*1 

42*8 

36*6 

39*6 

37*6 

Total Revenue 84*47 

HEADS OF EXPENDITURE 
Direct Demands on 

371*70 

350*39 

410*66 

515*36 

418*6 

4437 76 

Revenue 

4*24 

8*62 

13*90 

12*50 

16*23 

31*05 

32*49 

Irrigation 

0*10 

0 06 

0*08 

0*22 

0*17 

0*17 

019 

Debt Services 

14*12 

42*53 

39*43 

37*36 

39*00 

35*03 

1 37*17 

Civil Administration 

10*90 

35*56 

39*30 

48*80 

53*67 

56*23 

71*27 

Currency and Mint 

0*36 

2*13 

208 

2*55 

2*51 

3*05 

2*57 

Civil Works, etc. 

2*52 

6*61 

6*53 

10*38 

11*36 

14*82 

15*06 

Miscellaneous 

3*63 

56*89 

52*44 

52*88 

65*14 

53*11 

29*37 

Defence Services (Net) 
Contribution and Miscel* 
laneous Adjustments 
between Union and 

46*18 

146*05 

148*86 

164*13 

170*96 

192*73 

199*84 

State Governments. 

3*06 

2*96 

2*96 

15*59 

17*31 

23*04 

26*37 

Extraordinary Items 
Total Expenditure Met 

0*01 

19*45 

11*54 

7*03 

10*91 

13*21 

24*48 

from Revenue 

85*11 

320*86 

317*12 

351*44 

387*27 

422*43 

438*81 

gurplus or Deficit 

-0*64 

50*84 

33*27 

59*22 

128*09 

-3*79 

0*45 


Source : Reserve Bank of India 
Bulletin. 
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Table XVIII 

Revenue and Expenditure of the States* 





( Rs. crorcs ) 


1950-51 

1951-52 

1952-53 

1953-54 

REVENUE 





Income Tax 

. 50.97 

55.56 

53.73 

51.35 

Land Revenue 

33.21 

33.05 

42.90 

48.57 

Sales Tax 

50.44 

47.85 

43.87 

47.13 

Excise 

27.04 

28.11 

38.88 

38.64 

Stamps 

19.22 

18.83 

18.96 

19.84 

Other Tax Revenue 

30.63 

34.81 

35.88 

38.84 

Total Tax Revenue 

211.51 

218 21 

234.22 

244.37 

Non-Tax Revenue 

82.86 

97.39 

102.74 

106.14 

Total Revenue 

294.37 

315.60 

336.96 

350.51 

EXPENDITURE 





Direct demands on Revenue 

24.30 

26.23 

29.66 

32.91 

Debt Services 

2.31 

3.95 

5.16 

10.57 

Civil Administration 

84.20 

87.87 

88.61 

89.49 

Civil Works 

30.76 

31.97 

36.77 

38.46 

Development expenditure other 


r ; 



than Civil Works 

110.73 

119.32 

134.49 

141.75 

Total Expenditure 

293.08 

309.11 

340.06 

362.93 

Surplus or Deficit 

1.29 

6.49 

-3.10 

-12.42 


Source : Reserve Bank of India Bulletin, 
May 1953. 


♦Includes only Part A States (Assam, Bihar, Bombay, Madhya Pradesh, Madras, 
Orissa, Punjab, Uttar Pradesh, Wesr Bengal), 
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